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Whiting’s Case 


By Noe R. Burns 


For a proper appreciation of the principles underlying Whiting’s case 
(Federal Commissioner of Taxation v. Whiting and others, 68 C.L.R. 199) 
it is necessary to pay some attention to the earlier case law. The foundation 
on which a rather imposing legal edifice has been erected is the case of 
Lord Sudeley and others v. the Attorney-General ({1897| A.C., p. 11). The 
facts in this case may be briefly stated as follows: 

A testator domiciled in England by his will gave a proportionate part of 
his residuary real and personal estate to his wife absolutely. Such residuary 
estate consisted in part of mortgages on real property in New Zealand. The 
wife died before the estate had been fully administered and the question arose 
as to whether in the wife’s estate the interest in the New Zealand mortgages 
was an English or a New Zealand asset. The English law at the time was 
that probate duty was not payable unless the property was completely and for 
all purposes within the jurisdiction. 

It was held that the right of the wife’s executors was not to a proportionate 
part of the mortgages in specie but to require her husband’s executors, who 
were in England, to administer his personal estate and to receive from them 
the proportionate part of the clear residue ; that this therefore was an English 
asset of the wife’s estate and that probate duty was payable under her will 
upon the proportionate part of the value of the New Zealand mortgages. 

It might be of interest in passing to trace the course of this rather 
important decision. 

In the Queen’s Bench Division, Lord Russell and Charles, J., gave judg- 
ment against the contention of the Crown. This decision was reversed by 
the Court of Appeal (Lopes and Kay, L.JJ., Lord Esher dissenting). The 
House of Lords unanimously upheld the Court of Appeal. This well illus- 
trates the process by which great legal principles are forged and the differences 
in judicial opinion which heretofore have existed in respect of principles now 
regarded as well settled. 

Reverting to the case, it was an admitted fact that the only matter required 
to complete the administration was payment of a few debts and one legacy. 

The ratio decidendi may be gathered from the following extracts from the 
judgment of the Court. 

Lord Halsbury, L.C.: 

“The thing that the legatee was entitled to was one-fourth share of a 
residuary estate consisting it may be of many things; and I think it was 
fallacious to say that the residue was very nearly ascertained, because the 
question is not only of amount—although I think that of itself would not be 
sufficient if it were only of amount—but it is a question of substance as well 
as a question of amount. It is uncertain until the residuary estate has been 
ascertained of what it will consist. It may consist of many things—it may 
consist of only a sum of money—and until that has been ascertained the 
actual right capable of instant assertion does not exist; and whether the 
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character is that of executor or of trustee seems to me to be immaterial, 
because the legatee had no right to go and say ‘I will have this or that part 
of the assets.’ 

“Now if the only thing that the legatee is entitled to is the fourth share 
of an ascertained residuary estate I say that to my mind it is impossible to 
maintain that the character of any part of that estate can be ascertained so 
as to make it possess a specific locality until that has happened; it is a 
condition precedent to know what the residuary estate is and until that has 
been ascertained you cannot tell of what it will consist. The right of the 
person to bring an action or to insist upon the performance of the trust may 
be one thing ; but I want to know what the thing is and until I ascertain that 
and until the thing comes into existence it appears to me the question does 
not arise.” 

Lord Herschell : 

“T agree with my noble and learned friend on the woolsack that the whole 
fallacy of the argument on behalf of the appellants rests on the assumption 
that Mrs. Tollemache, or they, as her executors, were entitled to any part 
of these New Zealand mortgages as an asset—she in her own right or they 
as executors of their testatrix. I do not think that they have any estate 
right or interest legal or equitable in these New Zealand mortgages so as to 
make them an asset of her estate. What she had a right to—what they as 
her executors had a right to—was one-fourth of the clear residue of Mr. 
Tollemache’s interests, that is to say what remains of his estate after satisfy- 
ing debts and legacies, and a bequest to them of one-fourth, part of his 
residuary estate does not seem to me to vest in them or in her a fourth part 
of each asset of which that estate consists as contended for on the part of 
the appellants. It seems to me, as my noble and learned friend has pointed 
out, that until the estate is fully administered it is impossible to say of what 
assets the residuary estate will consist; we do not know how much the amount 
of the debt remaining unpaid was in the present case and there was only one 
legacy unpaid. But the argument would be precisely the same if there had 
been a large amount of debt and many legacies still unpaid, but that could 
not have made any differences in point of legal effect. Well, in that case 
how would it be possible to say that any one of the residtiary legatees could 
point to any part of the assets of the testator and say, “This is a part of my 
estate, when it depends entirely on the method of administration by the 
trustees in what form the residue becoming divisible will exist when the 
administration is at an end?” 

The next case of importance is Dr. Barnardo’s Homes v. Commissioners 
[1921] 2 A.C., 1. 

It will have been seen in Lord Sudeley’s case that the right of a beneficiary 
to specific property does not arise until administration of the estate has been 
completed. Barnado’s case makes it clear that the application of this principle 
is not confined to corpus but extends to income derived from corpus as well. 

The facts in this case are shortly as follows: 

A testator who died on November 14, 1914, by his will bequeathed the 
residue of his property to Barnado’s Homes which was a charitable institution 
within the meaning of the English Income Tax Act and as such exempt from 
taxation. 

Between the date of the testator’s death and December 4, 1916, when the 
residue was finally ascertained and distributed, the executors received income 
of the estate from which income tax was deducted at the source. The 
income so received by the executors was handed over to the charitable insti- 
tution which then claimed a refund of the income tax collected. 

It was held, following Sudeley’s case, that until the residue was ascertained 
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the institution had no property in any specific investment forming part of the 
estate or in the income therefrom and that the payment by deduction of income 
tax made by the executors in respect of the income was not made on behalf 
of the institution and that therefore the institution was not entitled to repay- 
ment of the income tax so paid. In this case the will was disputed by the 
next-of-kin and the resulting litigation was not settled until just prior to the 
distribution, so that although all debts, etc., were paid shortly after probate, 
it is a clear-cut case of administration not having been completed. In point 
of time the litigation was settled in March, 1916, and it was said that the 
residue was not ascertained until December 4, 1916. 

This case, like its predecessor, finally went to thé House of Lords after 
different opinions had been expressed by very eminent members of the 
judiciary. The Court of Kings Bench (Earl of Reading, C.J., and Darling 
and Bray, JJ.) found against the Commissioners but this decision was 
reversed by the Court of Appeal and the decision of the Court of Appeal was 
ultimately affirmed by the House of Lords. 

Quoting from the judgment of Viscount Finlay: 

“The King’s Bench decided in favour of the charity on the ground that the 
executors had assented to the bequest of the residue and that this assent 
related back to the death of the testator so that the dividends were by such 
relation the dividends of the charity when the deduction was made. The 
doctrine of relation, however, which applied to specific legacies, is not 
applicable to the bequest of a residue as the residue only comes into existence 
when the administration is completed. No attempt has been made in your 
Lordships’ House to support the claim of the charity upon this ground. 

“It appears to me that ‘the present case is really decided by the decision 
of this House in Lord Sudeley’s case. It was pointed out in that case that 
the legatee of a share in a residue has no interest in any of the property of 
the testator until the residue has been ascertained. His right is to have the 
estate properly administered and applied for his benefit when the adminis- 
tration is complete. The income from which this income tax was deducted 
was not the income of the charity. It was the income of the executors. 
They were, of course, bound to apply it in a due course of administration 
but they were not trustees of any part of it for the charity. There had been 
no creation of a trust in favour of the charity in respect of this income and 
it was never paid over to the charity as income. What was ultimately paid 
over on the close of the administration was the share of the whole estate, 
consisting of capital and accumulated income which fell to the charity. The 
executors, not the charity, were the recipients of this income and there is no 
relation back in the case of the bequest of a residue. If no right of deduction 
at the source hat existed it is the executors and the executors only who could 
have been made liable for the tax.” 

Viscount Cave: 

“When the personal estate of a testator has been fully administered by 
his executors and the net residue ascertained the residuary legatee is entitled 
to have the residue as so ascertained, with any accrued income, transferred 
and paid to him but until that time he has no property in any specific invest- 
ment forming part of the estate or in the income from any such investment 
and both corpus and income are the property of the executors and are 
applicable by them as a mixed fund for the purposes of administration.” 

Lord Atkinson : 

“The case of Lord Sudeley v. Attorney General decided in this House 
conclusively established that until the claims against the testator’s estate for 
debts, legacies, testamentary expenses, etc., have been satisfied the residue 
does not come into actual existence. It is a non-existent thing until that 
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event has occurred. The probability that there will be a residue is not enough, 
It must be actually ascertained. And if this be so then it cannot be held that 
until the residue has been ascertained any residuary legatee is entitled thereto 
within the meaning of Sec. 88, Sch. C of the Income Tax Act, 1842, or that 
the payment of income tax on any portion of the income of the testator is a 
payment made on behalf of the residuary legatee.” 

In the next case to which reference is made, Daw v. Inland Revenue Com- 
missioners (1928), 14 Tax Cas. 58, a beneficiary became entitled on attaining 
25 years of age to a share of residue in his father’s estate consisting mainly 
of real property heavily mortgaged. He did not take a transfer of his share 
and the Comissioners sought to assess him on the income therefrom to super 
tax. It was held that so long as the mortgages and other debts remained 
unpaid the executors were entitled to retain the assets coming to their hands 
and as the appellant did not enforce conveyance the income arising from his 
share was not his income for super tax purposes. 

The Commissioners attempted to apply this reasoning to the case of /nland 
Revenue Commissioners v. Smith [1930], 1 K.B. 713, in which the facets 
were somewhat similar to the foregoing, with the addition that the executors 
had from time to time made advances to the testator’s children and were in 
the habit of crediting the beneficiary’s share of the income of the residuary 
estate in reduction of the interest on and (if sufficient) the capital of the 
advance’ to him. The case was taken to the Court of Appeal where it was 
held that the question whether the residue had been ascertained and the 
bequest assented to by the executors was a question of fact to be determined 
by the Commissioners and not by the court; that there was no rule of law 
that the mere existence of an outstanding mortgage prevented the residue 
from being ascertained; that the Commissioners had misdirected themselves 
in law in holding that Daw’s case prevented them from coming to a decision 
on the facts and that the case must be remitted to them for a finding whether 
on the facts the residue had been ascertained so as to constitute a trust fund. 
It was held also that Daw’s case decided no principle of law but was merely 
a decision on the particular facts of that case. 

Quoting from the judgment of Lord Hanworth, M.R.: 

“T hope it will not be contended in any case hereafter that Daw’s case 
establishes the proposition which we are told it does, and for which it has 
been cited in reference to the effect of an outstanding debt. All the relevant 
matters must be taken into consideration and, as Rowlatt, J., says in his 
judgment in the present case, you may have an assent by conduct. When it 
is said that the executors ‘assent to a bequest,’ what is meant is not that they 
assent to the disposition of the testator but that they assent to its taking 
effect upon the specific property if the bequest is specific, upon a sum of money 
if it is pecuniary or upon the residue brought out by the executor at the end 
of the administration if it is a residuary bequest. Lord Haldane’s exposition 
in Attenborough v. Solomon makes this clear. The assent of the executor, 
it is important to add, may be inferred when there is clearly nothing more to 
be done by way of administration. The question is, in all cases has the 
administration of the estate reached a point of ripeness at which you can 
infer an assent, at which you can infer that the residuary estate has been 
ascertained and that it is outstanding and not handed over merely for some 
other reason ?” 

It will be appreciated that generally speaking administration is not complete 
until all the debts are paid—the above authority rather qualifies this general 
statement, but only, it would seem, so far as mortgage debts are concerned. 

An ingenious argument as to the effect of the Barnardo decision was put 
forward by the Crown in the case of Corbett v. Inland Revenue Com 
missioners (1938), 1 K.B. 567. Shortly, in this case it was contended by the 
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Crown that the moneys received by a life tenant of the residuary estate of 
her father could only be received by her in the character of income not- 
withstanding that administration of the estate was not complete. Ultimately 
the Court of Appeal held that Barnardo’s case covered the position and 
that until the residue was ascertained in due course of administration the 
beneficiary had no title to that residue and further that the existence of the 
rule in Allhusen v. Whittel did not alter the fundamental fact that during the 
period of administration the income was the income of the executors and of 
no one else. 

The following passage from the judgment of Sir Wilfred Greene, M.R., 
of interest : 

“It is said on behalf of the Crown that while accepting the principle of the 
Barnardo case it does not in any case apply to a case where there is a tenancy 
for life of the residue, for the reason that what the tenant for life receives 
must be income and can be nothing else. The question, to my mind, depends 
on the true meaning and effect of the Barnardo decision. That decision has 
been applied, in point of fact, by Rowlatt, J., in the case of Marie Celeste 
Samaritan Society of the London Hospital v. Commissioners of Inland 
Revenue, 11 Tax Cas. 226, in a way inconsistent with the Crown’s present 
contention and it follows that if the Crown is right upon this appeal, the 
decision in the Marie Celeste case was wrong, a circumstance which may no 
doubt give comfort to the Inland Revenue, having regard to the fact that in 
that case it obtained a decision after putting forward an argument precisely 
the reverse of the argument which it has put forward in this case.” 

Reference is now made to a case in our own courts, Robertson v. Deputy 
Commissioner of Land Tax, 65 C.L.R. 338. Here land was devised by 
trustees upon trust to convert and out of the proceeds of conversion and the 
income pending conversion to pay the debts of the testator and when»the 
estate should be free of debts to constitute from the income thereof a fund 
and to pay the same in perpetuity to an educational institution. In these 
circumstances it was held that while debts of the testator remain unpaid the 
and was not land owned by or in trust for the educational institution within 
the meaning of the Land Tax Assessment Act. The terms of the will itself 
practically decided the issue, but in addition it was held, following the general 
principles of the above cases, that the right of a residuary beneficiary to 
income of the residuary estate or the estate itself only became immediate 
after the residue had been ascertained in due course of administration. 

The final matter which might be mentioned before coming to Whiting’s 
ase itself is, when may it be said that administration is complete? 

This is a question to which it is difficult to give a precise answer. It is 
generally regarded as taking place when the executorial duties have been 
ompleted, and is a question of fact. Mr. Birrell in his book on trustees—to 
which Mr. Justice Rich refers in Whiting’s case—informed his readers that 
Sir John Wickens, a very nice observer, used to tell his pupils that the change 
irom the executorship to trusteeship invariably took place in the dead hours 
if the night—when no one was looking. 

The term “executorial duties” generally includes payments of debts, funeral 
and testamentary expenses, the payment of general legacies, the assent to 
specific legacies, acknowledgment or conveyance of real (sot devised, and 
ey of the residue of the estate. See Burke v. Dawes, 59 C.L.R. 1, 

13, 19-22. 

The 4 facts and decision in Whiting’s case—The Federal Commissioner of 
Taxation v. Whiting and others, 68 C.L.R. 199, are briefly as follows: 

By his will the testator, after bequeathing a number of pecuniary legacies 
ad annuities, settled his residuary estate in favour of his wife and children. 

The assets in his estate included a partnership interest in a Queensland 
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pastoral business and a rubber plantation in Papua. The executors had been 
unable to realise the partnership assets, although they had attempted from 
time to time to do so. It was impossible to say until realisation whether there 
would be sufficient capital to pay the annuities and the legacies or whether 
there would be any ultimate residue. Eleven years had elapsed since the 
testator’s death. In the year in question, only part of the total amount of the 
income derived from the partnership was received by the executors, the 
balance being used to reduce the partnership debts. The Commissioner 
assessed the executors for the whole of the income to which the estate was 
entitled as one income and the executors claimed the right to allocate the 
income to various beneficiaries entitled under the will. It was held by the 
High Court (reversing the decision of Mr. Justice Rich) that as the estate 
was not fully administered, the executors were assessable upon the whole of 
the net income of the estate and that the beneficiaries were not “presently 
entitled” to such income. 

It is apprehended that the application of the principles laid down in this 
decision will give rise to not a few practical difficulties and the Legislature 
may ultimately find it desirable to adopt a more simple test of tax liability in 
trust estates. As the law stands at present many trustees and beneficiaries 
will be in doubt as to the incidence and quantum of tax, and thus trustees will 
oft times feel impelled to withhold distribution of income until such time as 
tax liability has been finally determined. Again, as has been pointed out by 
Latham, C.J., and Williams, J., in their joint judgment— 

“In some cases no doubt, and they would include the present case, it will 
create a hardship for the beneficiaries that the whole income of the estate 
should be aggregated for the purposes of taxation, but in other cases where 
the beneficiaries have a substantial income from independent sources it 
might be a benefit for them that no part of the income of the trust estate 
should be aggregated with their other income.” 

It is not surprising therefore that in England an amendment was passed in 
1938 whereby, broadly speaking, the beneficiary ultimately entitled to income 
from an estate is taxable, whether administration is complete or not. ‘This 
solution to an admittedly difficult problem has much to recommend it, in that 
it results in a greater measure of certainty, an object to be desired in any 
system of taxation. Moreover, it is in accordance with the principle of 
progression, i.e., that a person should pay tax at the rate applicable to the 
total income actually enjoyed by him. 





Graphical Presentation of Data 


(With Particular Reference to the Compilation of “Break-Even 
Charts’) 


By E. C. Poo.e, F.c.A.A., F.F.I.A., A.A.LS. 


(Being a lecture delivered to members of the South Australian Division of 
the Australasian Institute of Cost Accountants, October 17, 1945) 


In dealing with the subject of Graphical Presentation, no attempt is being 
made to cover the technical rules and methods which are readily available in 
many excellent books; for example, Accountants’ Handbook, edited by 
W. A. Paton, and Cost Accountants’ Handbook, by Theodore Lang. Appro- 
priately, my presentation of the. subject is largely pictorial. The objective is 
to. encourage accountants, in particular, to a greater interest in presenting 
data by graphs, and to use the method where it is advantageous. 

You will readily concur in the statement that the qualified financial 
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executive can be depended upon to discharge his purely accounting function 
in a creditable manner: that is, he sees that the books of account are well 
kept, and that balance sheets, profit and loss accounts and the like are com- 
piled in accordance with good accounting practice; and, where needed, 
adequate supporting schedules, analytical data and so forth are presented in 
an orderly and accurate way. 

However, there is a broader and more constructive responsibility of the 
financial executive which is apt to be performed with less zeal and effective- 
ness—that of seeing that he makes the greatest possible contribution towards 
improving the net profits and the return on investment of his company. To 
make profit is the real work of management, and it is within the power of 
a financial executive to influence the thinking and action of an organisation 
in such a way as to help appreciably in that direction. 

Accountants are accustomed to reading and appreciating complex arrange- 
ments of figures, but the same cannot be said to apply so generally to those 
who are primarily concerned with buying, manufacturing, selling, and so on. 
We all know that pictures attract attention to a greater extent than do words 
and figures: a graph can be described as figures in picture form. To quote 
from How to Use Pictorial Statistics: “Well executed charts win the attention 
of men and women who, in their hurry, limit their attention to those things 
which are simple, informative and arresting.” It is submitted that, if 
accountants and other executives are to make their maximum contribution to 
industry and business, they cannot afford to neglect the judicious use of 
graphical presentation. 

Like most other things, graphical presentation can be used with or without 
good judgment. It should be used with wise discrimination, avoiding the 
extremes of inadequate and excess usage; also with due regard to the cost 
and results which accrue from the expenditure. How to use graphs to the 
correct extent and to advantage is something which one must learn. and 
decide for oneself, relying mainly on commonsense and good judgment. ~° 

Graphs do not display exact figures because of the limitation in the method, 
but, although approximations, they portray the trend and facts in a much 
more arresting and convincing way than do columns of figures. 

From the mass of figures with which accountants are concerned, the 
following are suggested as typical of the data suitable for graphical presen- 
tation: Sales—over-all, or by products or groups; probably best displayed in 
strata charts. Ratios and percentages, such as current assets to current 
liabilities, net profit to net sales, inventory turnover, buying expense to pur- 
chases, selling expense to sales, age of accounts receivable, manufacturing 
expense to productive labour. Inventory values, shown by curves, columns 
or bars. Performance against quota, task or schedule; Gantt charts are useful 
for this purpose. 

As a generalisation, it can be said that accountants tend to use a mass of 
figures, although the facts would often be conveyed much more convincingly 
and clearly if presented in graphical form. They could often use graphs to 
advantage when presenting facts to engineers and production men, who 
themselves use graphs extensively. 


Break-Even Charts 

A Break-Even Chart can be defined as one which, among other things, 
shows the volume of business at which neither profit will be earned nor loss 
sustained, and, as a background to their compilation, it is necessary to 
consider some economic and accounting factors. 

Classification. of costs. The cost of a product can be divided into variable, 
semi-variable, and fixed costs; or, putting it in more detail, the expenditure in 
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product cost of a factory is of three kinds—(1) variable, being those costs 
which vary directly with volume, such as direct materials, direct labour and 
the expenses which are incurred in direct relation to production volume, such 
as processing supplies, material handling costs and so on; (2) semi-variable 
or non-variable, being those expenses which have both fixed and variable 
elements. A part is variable with production volume and a part remains 
constant within certain limits, irrespective of the level of production; for 
example, electric lighting and power, sweeping and cleaning, and most other 
classifications of indirect labour; (3) fixed, being expenses which remain 
constant, practically irrespective of production volume, such as rent, rates 
and taxes, fire insurance and the like. 

The cost incurred in producing a product in excess of what would have 
been spent, had the product not been manufactured at all, is the out-of-pocket 
cost. Expressed differently, the out-of-pocket cost is the variable cost only. 

While the above illustration referred to manufacturing, the principle applies 
equally to a non-manufacturing business, where sales volume is used instead 
of production volume as the basic factor. 

The selling price of a product could be regarded as divisable into two sums 
of money, one being the reimbursement received for the out-of-pocket cost of 
the product (that is, the variable cost or the cost which would not have been 
incurred had the product not been mad@) and the other a contribution towards 
paying for the fixed charges or cost of keeping the buildings, plant and basic 
organisation as an existing and operating unit. 

Break-even point. The break-even point in sales volume is the amount 
which will recover precisely the total out-of-pocket cost, plus the total fixed 
and non-variable expenses. As an illustration, supposing a product sold for 
£1 per unit and the out-of-pocket cost is 15/-, there would be an economic 
profit, or margin above out-of-pocket cost, of 5/- per unit. Now, suppose 
that the fixed charges of the business are £100; the break-even point would 
be the sale of 400 units, because 400 times 5/- equals £100. If that selling 
price were reduced to 17/6, a reduction of 124%, the economic profit per 
unit would be only 2/6, and the break-even point would be the sale of 800 
units, assuming that the fixed and non-variable cost still remained at £100. 
The doubling of sales volume would tend to increase the non-variable and 
fixed charges, necessitating even more than 800 units to break-even. 

In terms of unit volume, the break-even point can be found by dividing 
total fixed and non-variable expense by the unit economic profit on sales; for 
example, fixed and non-variable expense £10,000, unit economic profit £10: 
break-even point 1,000 units. 

The full cost of a unit of product is not a static thing; it varies with every 
rise or fall in production volume because of the relatively constant amount 
of the total fixed and non-variable charges, resulting in a varying amount of 
fixed and non-variable expense being applied to each unit. To illustrate: 

Units Total Unit Units Total 
Produced Fixed Charges Fixed Charges Variable Cost Unit Cost 

100 £200 £2 £10 £12 
200 £200 £1 £10 £11 


Unit out-of-pocket cost, on the other hand, remains relatively unaffected 
by volume. Its use is of major assistance in establishing satisfactory selling 
prices because selling prices should be based on a fair price for the product 
when produced under normal conditions. In pricing, during sub-normal con- 
ditions, when it may be impracticable to recover full current cost in the selling 
price, the knowledge of what is the out-of-pocket cost avoids any danger of 
selling at a price which does not even cover out-of-pocket cost. Obviously, 
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every sale should recover all out-of-pocket cost and make some contribution 
towards fixed charges. The aim should be to set prices where the multiplica- 
tion of sales volume by unit economic profit aggregates the desired over- 
absorption of fixed charges. Since each unit of sales makes a contribution 
towards the recovery of the total fixed and non-variable expenses, net profit 
is simply the amount by which the total contributions so received exceed the 
actual total amount of fixed and non-variable expenses. The problem of 
selecting the prices which will have the desired effect is not easy. Such 
difficult things as determining the influence of price on sales volume are 
involved, but considerable help can be gained by thinking and deciding in 
terms of economic profit. 

The determination of fixed and variable expense iacrements of cost can be 
handled in various ways, according to the needs of each particular business. 
One effective way, in appropriate circumstances, is to analyse the budgeted 
expenses along the following lines: 

STANDARD MANUFACTURING EXPENSE 
BASED ON 
STANDARD PropucTIvE Lasour £100,000 
Non-Variable 
Account . Variable Variable and Fixed 
No. Account Name Rate Expense Expense Total 
100 Accounts Indirect Labour % £ £ £ 


Factory Manager and Assistants -- 3,000 3,000 
Foremen .. .. a eee 2,000 5,000 7,000 


Other Supervision .. .. .. .. .. . 1,000 2,000 3,000 
Production Clerks .. .. .. .. .«. oy 200 1,000 1,200 
Time, Cost, and Payroll Clerks . “3 500 500 1,000 
Other Accounts (in detail), say 26,300 8,500 34,800 
ToraL InprrEcT LABOUR .. .. .. 30,000 20,000 50,000 
Operating Supplies (in detail) .. . 10,000 3,000 13,000 
eee ee ee 1,000 300 1,300 
Power, Light, etc. (detailed) .. . 2,000 500 2,500 
Maintenance Labour (detailed) . ° 3,000 2,000 5,000 
Maintenance Material (detailed) 5 2,500 1,500 4,000 
Losses, Errors, Defects (detailed) ' 10,000 100 10,100 
Fixed Charges (detailed) .. .. — 20,000 20,000 
Miscellaneous (detailed) .. .. .. 250 2,000 2,250 
ToraL MANUFACTURING EXPENSE 58- 58,750 49,400 108,150 
VARIABLE .. .. .. .. .. .. «. +. 58°75% to Productive: Labour 
ee ee eee 7 do. 

STANDARD BurpEN Rate... .. 108-15% do. 

The non-variable amounts are based on a study of the portion of each 
expense which can be expected to remain constant over the full range of 
volume contemplated. The non-variable amount deducted from the total 
leaves the variable which, by relation to productive labour, gives the variable 
rate for each account, and for the total manufacturing expense. The same 
technique is applicable to commercial expense, such as administration, selling | 
and advertising. 

Having determined the percentage of variability to a suitable base, such as 
productive labour, it becomes practicable to compute the standard expense at 
any volume, the total being the variable expense as calculated by the use of 
variable rate plus the fixed and non-variable expense. 

It should be noted particularly that the accuracy of the computation holds 
good over only a certain volume variance, the range being normally from a 
little below the break-even point to a little above the budget volume, because 
the non-variable expenses do not, or should not, remain constant in amount 
over a very wide range of volume. Even the fixed expenses can change when 
volume movements are large. 
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The cost factors, such as direct labour and material, and the selling price, 
which accumulate precisely in relation to volume, are capable of ready com- 
putation by multiplication where the units of production and sale are known 
and identifiable. Where the products sold are diverse, and the direct labour 
and material are not capable of unit treatment, the method described is 
applicable only to the extent that expense can be calculated from direct 
labour. However, the calculations to develop break-even charts can be made 
by using sales as the factor from which the other figures are computed. Apply- 
ing the basic principle of segregation of variable and fixed cost increments, 
a method most appropriate to each business can be developed and used. 

A simple break-even chart is provided for illustration purposes which 
should not need further explanation than has already been given. Incidentally, 
the subject is treated in full detail, but somewhat differently, in Managing 
for Profit, by C. E. Knoeppel and Edgar G. Seybold. However, it will be 
noted that since sales cover all out-of-pocket costs, plus some economic profit, 
there is economic profit earned even at the lowest volume of sales, but the 
aggregate economic profit does not equal fixed and non-variable expenses 
until the break-even point of volume is reached. Within the limits already 
mentioned, the chart enables profits to be forecasted with satisfactory accuracy 
at varying volumes, and provides advance information- on which management 
can plan and act to best advantage. 
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Correspondence 


The Editor, 
The Australian Accountant, 
ACCOUNTANTS AND TAXATION 
Sir, 

An eminent English politician, Sir George Schuster, recently addressed the 
London Society of Chartered Accountants on “The Function of Accountants 
in the Coming Era” (The Accountant, 23/6/1945). “I do not know,”-he 
said, “whether it is a practical idea, but it has always seemed to me that if the 
body of chartered accountants could be regarded as men—as they are—of 
absolute integrity, who could perform the double duty of acting as trustees 
for the public interest, as well as protecting the interests of their private 
clients, then a great deal of the arguments and disputes about the taxation 
of particular concerns could be got rid of. I am quite certain that if I were 
Chancellor of the Exchequer I would be very ready to move in that direction 
and say, ‘I am perfectly prepared to accept their certificate as to what this 
particular concern’s taxable profits are.’ I believe you could get rid of an 
immense amount of wasteful argument and useless official investigations if 
the accountants’ profession could be brought in to act in that dual role.” 

As Deputy Prices Commissioner, Mr. M. E. McCarthy, told the members 
of the Canberra branch of the Commonwealth Institute of Accountants: “I 
believe that the accountants, as a profession, lost and are losing a great 
opportunity of increasing their prestige and indispensability by their short- 
sightedness. ... . It is my belief that it is part of an accountant’s job to record 
the facts relating to a business in an orthodox and intelligible way. Even 
before price control many accountants were not doing that. They had, 
unfortunately for the profession, succumbed to pressure from managements 
and were willing to produce a set of documents which might fulfil legal 
requirements but which would conceal many of the facts that the owners of 
the business—the shareholders—should know. Ingenuity was evidenced not 
in new methods of disclosure but in new methods of concealment. The same 
ingenuity is in evidence to-day. In some cases departure from the orthodox 
has been influenced by an attempt to smother up price control irregularities, 
but it is probable that the high rate of taxation has had an effect as well.” 
sut he concluded by paying this tribute: “The accountants generally are doing 
a very fine job in spite of the numerous calls on their time and energy. When 
the Commissioner decided to take the accountancy profession into partnership 
in order to run price control he made a very wise decision—a decision he has 
no cause to regret.” (The Australian Accountant, July, 1945.) 

Here we have one person’s idea of the ideal and another person’s view of 
the real. 

May I suggest, through your columns, a two-fold course of action—(1) 
that we as individual accountants—“experts and not agents,” as Mr. S. W. 
Griffith puts it—should daily remind ourselves of our “doubie duty” of 
trustees for the public interest and protectors of the interests of our clients, 
and (2) that the accountancy institutes should exert their influence to impress 
on Government authorities that this dual responsibility is recognised and 
accepted by-the profession. It should be possible in Australia as well as in 
England for the taxing authorities to say of accountants that they are “per- 
fectly prepared to accept their certificate as to what this particular concern’s 
taxable profits are.” Given that trust, I believe the majority of accountants 
would not be found unfaithful, especially if, in the event of any breach, firm 
action were taken by the institute concerned. 

Yours faithfully, J. M. GreENwoop. 
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Theory and Practice in Accounting for Commodity 
Stocks 


(The first Commonwealth Institute of Accountants Research Lecture 
delivered in the University of Adelaide, October 22, 1945) 
By A. A. FItzGERALD 


I. INTRODUCTION 

Accounting for Commodity Stocks is an appropriate subject for accounting 
research because— 

(a) Despite the air of finality with which text-books writers for half a 
century have dealt with the theory of accounting for stock, there has 
in fact been no fundamental basis of agreement amongst them, and, 
even when the theory is raised to the status of a “principle of account- 
ancy,” there is evident conflict between various interpretations of that 
principle ; 

Such information as is available concerning methods of stock account- 
ing in use suggests that there is no greater degree of uniformity in 
practice than there is in theory; 

In recent years interest in both theory and practice in stock accounting 
has been intensified by the impact of high taxation rates, the ascertain- 
ment of taxable income being closely interwoven with accounting 
methods and policies ; 

(d) The range of purposes served by accounting has grown rapidly in 
recent times and there are evident conflicts between the methods of 
stock accounting which are most appropriate for certain purposes and 
those which are best adapted to other purposes. 

For all these reasons, it seems desirable that customary practices should be 
closely examined in order to discover what are accepted standards of practice 
and that an effort should be made to clarify the theory of stock accounting 
and to reconcile divergent schools of thought as to what should be standard 
practice. In a lecture delivered in this environment, as part of a series of 
research lectures established within the Universities of Australia by such a 
body as the Commonwealth Institute of Accountants, no apology need be 
made for the emphasis that will be placed on theoretical considerations, even 
though the audience is largely composed of practical accountants. Indeed, 
there is no better way in which standards of accounting practice may be 
improved than by careful study of the reasons why existing practices have 
become established ; and no greater hope that such a study of reasons may be 
carried out systematically and disinterestedly than by the encouragement 
and promotion of accounting research through collaboration between the 
Universities and the professional institutes. 

Accounting research has, so far, been most actively carried on in the 
U.S.A. It is significant that the driving forces there have been the pro- 
fessional institutes (the American Institute of Accountants and the National 
Association of Cost Accountants) and the American Accounting Association, 
an association of University instructors in accounting, one of the principal 
objectives of which is accounting research. 

In a foreword to one of the publications! of the American Accounting 
Association, Mr. Howard C. Greer has explaiied the reasons for the growth 
of interest in accounting research in the U.S.A. in these words: 

“Where the accountant once was concerned merely with assisting the 


1. W. A. Paton and A. C. Littleton: An Introduction to Corporate Accounting Standards. 
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owners of a business to evaluate its operations in money terms, he now 

must recognize a broad social responsibility. His findings, and the manner 

in which he sets them forth, have become the basis for significant decisions 
and policies, not only in business affairs, but in economic, social and political 
matters as well. 

“In the course of this development, rapidly accelerated during the past 
two decades, accountants have been coming gradually to a recognition of 
the need for more precise and more widely accepted standards to guide 
them in the performance of their duties... . 

“During the rapid growth of accounting education in the period from 
about 1910 to 1930, the attention of teachers and students was devoted 
chiefly to the exploration of the numerous theoretical and practical possi- 
bilities in the accounting treatment of business situations. In accounting 
text-books and in accounting classes, attention was concentrated on the 
facts of existing practice, and on the relative merits of alternative pro- 
cedures and interpretations. The rather considerable literature which grew 
up was marked by a wide variety of proposals as to what might be 
considered ‘sound acc uunting.’ Much of this literature disclosed an attitude 
suggesting that accounting presents so many possibilities that it is impossible 
to select any one treatment as acceptable to the exclusion of the others.? 

“About ten years ago*® it became apparent to many of the active leaders 
in this field that accountants must take steps to bring order out of this 
chaos of conflicting ideas and practices. . .. . It seemed plain that the time 
had come for those interested in theories and principles to cease raising 
questions and to begin furnishing answers.” 

In few accounting problems is the “chaos of conflicting ideas and practices” 
ore confounded than in stock accounting. And yet the usefulness of the 
information provided in accounting reports to managers, owners, creditors 
id investors, the prices which may be charged for goods sold, and the income 

which taxes are payable materially depend upon the method of stock 
counting which is used in a given case. It is proposed in this lecture to 
iscuss the following aspects of the subject: 

(1) Methods of accounting for movements in quantities of stock acquired, 

used, sold and retained. 

(ii) Theory and practice in valuing stock— 

(a) for balance sheet and annual profit and loss statement purposes ; 
(b) for taxation purposes. 

The term “commodity stocks” will be interpreted as covering the following 
classes of goods: 

1. Goods acquired for sale in their present condition, by 

(a) purchase, 

(b) manufacture; 
Direct materials intended to be manufactured into goods for sale; 
Work-in-process—material in a partially completed condition of manu- 
facture, but not as covering: 
Indirect materials, factory and office supplies, fuel and the like, intended 
to be used in the course of manufacturing operations (but which do not 
enter into or make part of the finished article) or of the processes of 
selling, delivery of goods or office administration. 


II. Metuops oF ACCOUNTING FOR MOVEMENTS IN QUANTITIES OF STOCK 


Evolution in accounting practices is slow and by no means steady. Generally 
it reflects changing demands on accountants by industry and commerce, but 

2. In other, and less elegant, words than Mr. Greer’s that accounting practices were based on 
the rules of Mr. Rafferty. 

3. That is, about 1930. 
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there is often a time-lag between the changed need and the accounting 
response. 

We are passing now through one of those phases in which accounting 
practice has not fully responded to the demand which is being made upon it 
for information which is needed for the effective control of medium and 
large-scale industry. 

As early as 1818, an English writer, F. W. Cronholm,* drew attention to 
the fact that “comparatively little attention has been given to accounting for 
materials” and that there was “no difference between losses by fraudulent 
entry and by embezzlement of goods in a warehouse.” He advocated a 
system of stock records, containing one account for raw materials, one for 
goods in process of manufacture and one for manufactured goods, showing 
quantities only. 

Such a proposal must indeed have sounded revolutionary to the accountants 
of the day, who were accustomed—as many accountants are even to-day—to 
think of accounting as concerned with cash, debts and “fixed” assets, except 
at annual balancing dates, when, and only when, stocks are brought to account 
by incorporating in the books of account, and in the statements prepared 
therefrom, the “value” of the stocks remaining on hand at the balancing date. 

Though the proposal was the forerunner of the modern theory that the 
function of accounting is to account for goods as well as for cash and debts, 
for the cost of what is sold or used as well as for the proceeds of the sale, 
it does not appear to have attracted much notice at the time. 

By the eighteen-nineties, however, the essential features of modern cost- 
finding methods had been expounded by such English writers as Garcke and 
Fells, G. P. Norton and J. S. Lewis. In the work of Garcke and Fells 
particularly is to be found the practical application of the concept that 
expenditure on the purchase of material, labour and factory services should 
be recorded, not as losses, but as assets acquired. 

The adoption of this view leads naturally to a fundamental change in the 
accounting mechanism for determining the profit realised by the sale of 
goods. 

The older forms of ledger accounts, the Trading Account and its more 
recent subdivision, the Manufacturing Account, are replaced by a series of 
Control Accounts (Materials, Supplies, Work-in-Progress, Finished Goods), 
each of which controls subsidiary records showing stocks (in quantities or 
values, or both) of raw materials, supplies, work-in-progress and finished 
goods acquired, used, sold and retained from time to time. 

It is important to recognise that the theory on which the Trading Account 
is based is quite different from that which underlies the Control Accounts. 

In the Trading Account all costs incurred for materials, factory labour, 
factory expense (including supplies used), plus the “value” of all stocks 
(whether of materials, supplies, work-in-process or finished goods), are 
treated as “losses,’”’ debited to the account. Sales of goods plus the “value” 
of all unused or unsold stocks of materials, supplies, work-in-process and 
finished goods are treated as profits, credited to the account. The excess of 
total credits over total debits is the gross profit earned. Detailed records of 
stocks may or may not be kept; if they are kept, they are unlikely to be 
closely related to the financial ledgers. 

By the Cost of Goods Sold method, on the other hand, all expenditures on 
materials, supplies, factory labour and factory service are recorded as assets. 
As the asset is used up its cost is transferred into the cost of the asset which 

4. Double Entry by Single, quoted by A. C. Littleton: Accounting Evolution to 1900, at 


PP. 333-339. 
5. See A. C. Littleton: Accounting Evolution to 1900, Chap. xxl. 
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replaces it, and as in turn portion of that asset is sold, the cost of that portion 
is matched against the income resulting from the sale. 

For the effective operation of the system, adequate records of movements 
of stock must be maintained. 

There can be no doubt that the Cost of Goods Sold method is preferable to 
the Trading Account method, because— 

(a) It enforces proper accounting for stocks ; 

(b) It is consistent with the modern theory of accounting, that all expendi- 
ture involves either the acquisition of an asset, the discharge of a 
liability, or the reduction of the owners’ equity in an undertaking ; 

(c) It avoids the confusion between “costs” and “losses” which is implicit 
in the Trading Account method ;* 

(d) It provides, for the guidance of managers of businesses, much more 
adequate information as to such matters as costs, rates of turnover of 
stocks of different kinds, and purchasing policy and performance; 

(e) It is particularly well adapted to the requirements of price control and 
taxation authorities. 

Despite these evident theoretical advantages, and despite the fact that the 
theory of proper accounting for stocks is more than a century old, practice 
is lagging far behind theory in this respect. 

In a recent survey of the stock accounting practices of 248 Australian 
industrial concerns by the Research Group of the Australasian Institute of 
Cost Accountants (Victorian Division), it was found that stock ledgers were 
operated— 

For both Materials and Manufactured Stocks by 102 concerns 41% 

» Materials only by 48 20% 

» Manufactured Stocks only by 11 4% 
» neither Materials nor Manufactured Stock by 8&4 , 34% 
Replies indefinite by 3 ' 1% 





Total 248 100 % 


Since complete control of stock movements by means of stock ledgers is 
essential to the operation of the Cost of Goods Sold system, it is clear that 
at least 60% (and probably a much higher percentage) of the concerns 
covered by the survey are not using the system. The reasons for this are 
doubtless partly disinclination to discard conventional form and partly the 
large amount of routine which is involved in keeping complete stock records. 
That the work involved is a major cause is suggested by the fact that the 
highest percentage of concerns which do not keep complete records is in the 
clothing industries, in which the number of varieties, styles and sizes of 
products would be relatively high. 

It may be questioned, however, whether the work involved—particularly 
in these days of mechanised records—outweighs the value of the information 
which complete records would provide.? 

It is interesting to observe that though in theory accurately kept stock 
ledgers enable the tiresome and expensive work of periodic physical in- 
ventories of stock to be dispensed with, in practice few, if any, of the’concerns 

6. Because under the Trading account method all reductions in “value” of stocks at end of 
period to meet probable future losses are treated as entering into the cost of the goods sold and 
because losses of stock (through embezzlements, etc.) are not distinguished from the cost of goods 
sold. Failure to recognize the validity of the distinction between a cost and a loss is one of the 
most potent causes of misinterpretation of accounting reports; it leads to false conclusions as to 
the causes of profit variations, to illogical price policies and to misunderstanding of the attitude of 
the Taxation Department towards stock valuations for income tax purposes. 

7. Another possible explanation of the relatively high percentage in the clothing industries is 


the high proportion of small factories in these industries and their consequent inability to make 
use of expensive mechanical aids in accounting. 
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covered by the Research Group’s survey carried their confidence in their 
stock records to this length. Of the 247 concerns who indicated their practice 
in this regard, 

19 concerns make a physical inventory monthly 


18 i ra - i quarterly 

104 = m "3 a half-yearly 

77 9 o» . is yearly 

29 ‘. gave indefinite replies or make a physical inventory 


at varying times. 

Total 247 concerns. 

Australian practice, as indicated by this survey, is apparently in close 
correspondence with practice in U.S.A. 

According to the Cost Accountants’ Handbook, it is considered in U.S.A. 
to be essential “that a physical inventory be taken to correct discrepancies 
between the book records and the actual count that may have occurred 
because of errors, shrinkage, theft, and so on.’’8 Attention is, however, 
drawn to the fact that, in many cases, errors are just as likely to happen in 
the taking and recording of a physical inventory as in the keeping of stock 
records. 

It is not within the purpose of this lecture, even if time were available, to 
enter upon a detailed discussion of the technique of control of stocks through 
stock records. Stock control methods are adequately described in most of 
the standard cost accounting texts and handbooks. We may therefore pass 
to the second—and more controversial—problem, that of valuation of stocks. 








III. THeEory AND PRACTICE IN VALUING STOCKS 
(a) Conservatism and the Cost or Market Rule for Balance Sheet 
and Profit and Loss purposes 

The theory underlying the most widely accepted rule for the valuation of 
commodity stocks for balance sheet purposes is what has come to be known 
as the “doctrine of conservatism.” Until quite recently the doctrine that 
accounting statements should err, if at all, off the side of conservatism was 
accepted almost without question by practically all writers on accounting and 
by the great majority of practitioners. Indeed, it is the rule rather than the 
exception in English and Australian text-books to treat this doctrine as an 
axiom which requires no explanation.!® 

A clear and concise expression of the doctrine is given by G. O. May :# 

“Tn the determination of income for commercial purposes the best practice 
is to be governed by considerations of conservatism. Profits are not taken 
except when and to the extent -that they are received or at least reasonably 
assured. Losses that are foreseen are provided for even though not actually 
sustained or measured.” 

Lately, however, there has been a growing tendency to question the validity 
of the doctrine. Stephen Gilman, in particular, has trenchantly criticised the 
loose way in which many people speak of conservatism as a “principle” of 
accounting. 

8. Cost Accountants’ Handbook (Theodore Lang: Ed.) at pp. 693-4, for which see the circum- 
stances in which physical inventories are not considered necessary. 

9. A recent publication by the British Standards Association, Stock Control and Storekeeping, 
gives a clear description of modern methods. 

10. See e.g., S. W. Rowland: Dicksee’s Auditing (16th Edition) at p. 208: “. . . as a general 
rule, no floating asset should be included in the Balance Sheet at a figure greater than either its 
cost or its current realisable value. In this way, while no potential profit is anticipated, losses are 


taken into account: the rule is, obviously, thus one of prudence.” 
1l. Twenty-five Years of Accounting Responsibility, Vol. II, at p. 272. 








196 


he 
mia 


the 
rep 


ma 


t] 
I 
mak 
Ove 
stat 
doc 
ven 
as a 
men 
equi 
12 
13 
14 
matte 


acqui 
15 


conse 
Anni 
16 
17 

















THE AUSTRALIAN ACCOUNTANT 431 


“Conservatism infers understatement and understatement infers falsity. 
Falsity cannot be characterised as fundamental truth.’ 

Having thus rejected the claim of conservatism to the status of a principle, 
he calls into serious question its right even to a place in the accounting art of 
matching costs with income. 

“Conservatism is one of those vague but sanctified concepts like honesty, 
morality, democracy and Nordic Supremacy, so much so that its critics 
generally consider it necessary to tread lightly as if on holy ground. 
Accordingly but little real effort has been made to measure the effects of 
conservatism.”?% 
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His objections to conservatism in accounting are that it distorts earnings, 

conflicts with the convention of the “going concern,”’ with the doctrine of 
disclosure,'4 it is opposed to consistency,!® and it cannot be justified upon 
logical grounds. A formidable arraignment, indeed! 

And in support he quotes R. H. Montgomery : 

“The so-called conservatism of the accountant hides understated values 
which it can never harm anyone to know or hides overstated values which 
it would be useful to know.” 

Yet, as Gilman himself admits, “the insistence by nearly all authorities on 
the importance of conservatism insures its influence upon accounting and 
reporting for many years to come.” 

Whatever we may think, conservatism in accounting will be practised; it 
may even be demanded by accepted standards. Recognising this, we should 
approach the problem of stock valuations with the knowledge that con- 
servatism has exercised a profound influence, for good or ill, on well- 
established practices. But respect for tradition need not and should not lead 
us to ignore the objections to conservatism on grounds both of theory and 
practical effect. 

Though less forceful than Gilman, Sanders, Hatfield and Moore have 
reservations about it: 

“The common belief that less mischief is done by understatement than 
by overstatement is, in the hands of honest men, probably true; but with 
dishonest men understatement may serve their turn as well as over- 
statement .. . 

“Proper reserves for all purposes should be insisted upon; they are to 
be regarded as sound accounting and a source of financial strength to the 
company. To this extent conservatism is to be commended. But to arrive 
at profits on the books by recognised methods and then to conceal part of 
them in the published report, is a practice which cannot be approved.’’!® 
It is an odd contradiction that the profession which has been so prone to 

make an idol of conservatism is addicted to an extraordinary tendency to 
overstatement in its terminology. All the accountant’s geese are swans; 
statements of opinion become accounting facts; accounting conventions or 
doctrines, principles; a “Congeries of figures, some historical, some con- 
ventional, and some reflecting actual current values”! is solemnly certified 
as a “true and correct” balance sheet; the product of a series of apportion- 
ments, arbitrary allocations and estimates in “actual” cost; any long-lived 
equipment (even a locomotive) is a fixed asset; and so on, ad infinitum.8 

12. Accounting Concepts of Profit, at p. 204. 

13. Ibid., at p. 232. 4 ; 

14. “For some unexplained reason, the protection of the incoming investor has seemed to be a 
matter of greater importance than discouragement of one whose holdings have already been 
acquired.” Ibid., at p. 235. : : 

15. “You can always be conservative in a balance sheet; you can never be consistently 
conservative in income accounts. It is mathematically impossible.” Maurice E. Peloubet, Fiftieth 
Anniversary Celebration of the American Institute of Accountants, 1937, at p. 354. 


16. A Statement of Accounting Principles, at pp. 12 and 17. 
17. G. O. May: Twenty-five Years of Accounting Responsibility, Vol. II, at p. 400. 
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This doctrine of conservatism and the modern tendency to question both its 
logical basis and its efficacy explain much that is confusing and contradictory 
in accounting literature dealing with stc 2k valuations. Another potent cause 
of disagreement is that different writers are dominated by different concepts 
of the purpose of stock valuations. In considering the opinion of any 
authority, therefore, it is desirable to take into account: (a) how long it is 
since the opinion was given; (b) what relative importance does the authority 
attach to conservatism, disclosure and consistency in accounts; (c) in terms 
of which specific accounting purpose is he thinking; and (d) does his opinion 
reflect what good practice is or what it ought to be? If this is done, it will 
generally be found that the more recent the writing, the less likely it will be 
that the opinion is dogmatic, the more likely that the doctrine of conservatism 
will be applied with diffidence and reservations and the more clearly will 
distinction be drawn between valuation for balance sheet and valuation for 
profit and loss and cost accounting purposes. 

Thus, when F. R. M. de Paula stated in 1937 that “the accepted slogan of 
the accountancy profession is that the basis of valuation should be the lower 
of cost or market price,’’!® he was at pains to explain that this formula is 
based on the “accepted and wise principle that any possible or probable losses 
in connection with unsold inventories should be anticipated by writing down 
their values to figures at which it is estimated that such inventories will in 
fact be realised during succeeding periods,” after deducting therefrom the 
estimated cests of selling and distribution, and to make it clear that he was 
thinking in terms of valuation for balance sheet purposes. 

Similarly, when, in 1945, the Council of the Institute of Chartered 
Accountants in England and Wales issued a recommendation to its members 
on the subject of valuation of stock-in-trade,2° the terms of the recom- 
mendation indicated that the balance sheet was the prime consideration, that 
the basis of the lower of cost or market should normally be used, that there 
were instances in which, as a matter of custom, other bases were used and 
that no particular basis of valuation is suitable for all types of business, 
but whatever the basis adopted, it should be applied consistently. Such 
expressions, marked by conservatism of phraseology as well as of outlook, 
contrast sharply with the manner of expression of earlier views, such as that 
of Dicksee that “. . . any shrinkage that may have taken place must con- 
sequently be regarded as a Joss, if the accounts are to be kept upon a sound 
basis, and as such it must be deducted from the value of the asset and debited 
to Revenue,’”?! or that of Spicer and Pegler that “Stock is a floating asset, 
and as such must be brought into account at its realisable value, when that 

value is lower than cost.’’22 

A tendency to accept the rule of lower of cost or market only with 
reservations and a tempered enthusiasm for the doctrine of conservatism was 
evident in American accounting literature much earlier than in England. Even 
in 1925, for example, R. B. Kester spoke of valuation at cost or replacement 

value, whichever is the lower, as “the standard valuation basis, if there is on 
which is followed more generally than another.”23 His discussion of the 
suitability of different methods for different purposes*4 is probably the most 
satisfying treatment of the subject in any standard general accountancy text 
English or American. 

18. Worst of all, perhaps, is the now old fashioned, though still occasionally used, descriptix 

Goodwill as a ‘‘Fictitious” asset. 

19. Principles of Auditing (Ninth Edition), at p. 102. 

20. The Accountant, June 16, 1945, at pp. 302-303. 

21. Accownting (Fifth Edition), 1932, at p. 372. 

22. Practical Auditing (Fourth Edition), 1925, at p. 168. 

93. Advanced Accounting (Second Edition), Vol. II, at p. 148. The same expression occurs i 


the third edition, 1933. 
24. Ibid., at pp. 148-175. 
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In 1923, though R. H. Montgomery regarded the cost or market rule as a 
good rule, and though he described conservatism as a “valuable principle,” 
yet he questioned the propriety of its use in all circumstances, in these words: 

“The old rule, ‘cost or market, whichever is lower,’ permits in some cases 
true conditions to be ignored and may inject into the balance sheet a false 
and misleading element.”?5 
There was, however, a fundamental difference between the outlook of these 

two writers. To Kester the problem was one of reconciliation between the 
basis of valuation most appropriate for balance sheet purposes (the balance 
sheet being looked at from the standpoint of the creditor rather than the 
shareholder®*) and that which was best adapted to the profit and loss state- 
ment. His summing up was: 

“The valuation formula of cost or market, whichever is the lower, while 
based on conservatism, may unnecessarily and improperly burden the cur- 
rent income account. Valuation at cost, on the other hand, while placing 
the profit or loss in the period when realised, may cause the balance sheet 
to present an entirely inadequate and even misleading story as the basis for 
credit.’”27 

Hence net realisable value (selling price less cost of selling and adminis- 
tration) should be used for the balance sheet, and cost for the profit and 
loss statement, any difference between the two values being carried in an 
“Estimated Profit or Loss from Sales Valuation of Merchandise Inventory” 
account. If net realisable value exceeded cost, the balance of this account 
should be added to the cost value of the stock and also shown as a separate 
item in the net worth section of the balance sheet; if cost exceeded net 
realisable value the balance should be subtraeted from the cost value and also 
from surplus (Profit and Loss Appropriation Account). This treatment is, 
in effect, a rejection of the “cost or market, whichever is the lower’ rule, 
since the two bases of valuation used are respectively cost and market and 
neither is necessarily the lower of cost or market. It should be noted also 
that “market” is interpreted as net realisable value, not replacement cost. 

To Montgomery, on the other hand, the cost or market rule was unsatis- 
factory in some instances because “the mere statement that assets are listed 
at cost is no indication of their present value. In consequence, all sorts of 
inferences are drawn, and much, if not all, of the virtue of conservatism is 
lost because of the. vicious practice of users of balance sheets in estimating 
the accrued profit thus concealed. The imagination sets no limits to such 
estimates. Surely it is better to set up some expression of value at the date 
of the balance sheet than to employ cost without a full exposition of the 
relation of cost to value.”28 This also is a rejection of the cost or market 
basis as an inflexible rule, on the ground that balance sheets should show 
realisable value. Note the emphasis (common amongst auditors until recent 
years) on the balance sheet and the interpretation given to “market.” In 
normal times?’ “market” is synonymous with replacement cost; “when some ~ 
other method is required to produce fair values for balance sheet purposes,” 
sales price may sometimes be used.*° 

Since those days, the theoretical basis of the cost or market rule has 
come increasingly under critical examination by American authorities. Its 





Auditing Theory and Practice, Vol. I, at pp. 122-131. 

26. An attitude towards the purpose of the balance sheet which was typical of the attitude 
of American Accountants at that time, when independent audits were usually carried on for credit 
purposes. It is to-day much nearer the English view of the balance sheet as a report to owners. 

27. Advanced Accounting (Second Edition), at p. 155. 

28. Auditing Theory & Practice, Vol. I, at pp. 126-127. 

29. When, one might well ask, are we to experience these normal times and which were the 
normal years in, say, the last thirty? 

30. Auditing Theory & Practice, Vol. I, at pp. 159-162. 
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defenders have been luke-warm and even, sometimes, apologetic. There are 
no “musts” in their vocabulary ! 

To Sanders, Hatfield and Moore it is “the nearest approach to a general 
rule” ;3! Maurice E. Peloubet thinks it is “generally considered proper” to 
use it in the balance sheet and cost may be used in the income account ;* 
L. P. Alford says it is the “usual practice” ;3* to D. L. Trouant it is the 
“most generally accepted basis,” “other bases may be used in accordance with 
usual practices in certain types of businesses,” and consistency of method as 
between opening and closing inventories is essential ;*4 J. H. Bliss holds that, 
whilst it is an “accepted axiom of good accounting and business practice,” 
there are differences of opinion as to its exact definition and its application ;* 
to H. W. Sweeney it is the “favoured orthodox basis” which “still remains” ;%6 
the Cost Accountants’ Handbook says it is the “basis of valuation_used by 
most accountants” ;37 and G. O. May thinks “it must be admitted that the 
cost or market basis is designed primarily to afford a sound balance sheet 
value, and that some change of method, or some change in the form of 
presentation of results, may be called for at this time. when the income 
account is becoming recognised as potentially, at least, more significant than 
the balance sheet.”*8 

Outright opponents of the rule have not been wanting. W. A. Paton and 
A. C. Littleton contend that it “should be replaced by the practice of reporting 
losses of current assets in the income statement only when realised, and 
reporting current assets in the balance sheet with a parenthetic showing of 
the estimated difference between cost and current value if the amount is 
substantial.’ 

A. Lowes‘Dickinson, in 1913, maintained that stock should be valued “at 
cost, no more and no less.’’4° 

Stephen Gilman, after a most exhaustive examination of the historical 
development of accounting thought and of arguments for and against the 
rule (in the course of which he quotes Leo. Greendlinger*! as the first to 
make a courageous attack on the rule), reaches the definite conclusion that— 

“There are numerous accounting practices which have some distorting 
effect upon profit and loss statements but there seems to be no accounting 
practice as thoroughly illogical and unnecessary, practically or theoretically, 
as this practice of re-valuing inventories at the lower of cost or market. 

There is some reason to believe that the new emphasis upon the importance 

of consistency may stamp further use of this device as improper. Clearly, 

accountants would be on firmer ground in combating other unsound 
accounting practices if they took a definite stand against this rule.’’4 

In the light of these criticisms of the cost or market rule and of the 
terms of the recommendation by the Council of the Institute of Chartered 
Accountants in England and Wales, the following conclusions seem justified 
as to the present state of accountancy thought on the validity of the cost or 
market rule: 

(a) Neither in England nor in U.S.A. is there any longer dogmatic 

assertion that the rule must always be followed. 

(b) The extent to which reliance is placed on the rule as a guide to good 

A Statement of Accounting Principles, at p. 73. 

Audit Working Papers, at p. 92. 

Cost & Production Handbook, at p. 7. 
Financial Audits, at p. 61. 
Management Through Accounts, at p. 203. 

Stabilized Accounting, at p. 171. 

Theodore Lang, Ed., at p. 728. 

Twenty-Five Years of Accounting Responsibility, Vol. I, at p. 88. 

An Introduction to Corporate Accounting Standards, at p. 118. 

Quoted by G. O. May: Twenty-Five Years of Accounting Responsibility, at p. 402. 


Accountancy Problems with Solutions (1910), Vol. I, at pp. 192-193. 
Accounting Concepts of Profit, at p. 462. 
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practice depends materially upon the temperament of the individual; 
and in particular on the relative importance he attached to conservatism 
on the one hand and the desirability of disclosure and consistency on 
the other. 

It is now generally recognised that the use of the rule for profit and 
loss purposes is not satisfactory, whatever may be thought of its 
suitability for balance sheet purposes. Cost should be used in profit 
and loss statements, and if the lower of cost or market is used in 
balance sheets (to meet the needs either of creditors, who are interested 
mainly in the capacity of a business to meet its obligations, or of 
owners, who are concerned to avoid the risk of payment of dividends 
out of capital) reconciliation between the two valuations may be 
effected by— 

(i) using the method, advocated by Kester, of an “Estimated 
Profit or Loss from Sales Valuation of Merchandise Inventory” 
account as an adjustment factor, or 

(ii) using the method, advocated by Paton and Littleton, of showing 
the estimated difference between cost and market as supple- 
mentary information in the balance sheet, not reflected in any 
entries in the ledger accounts. 

My own preference is for the method advocated by Paton and Littleton, 
because I conceive accounting as an historical record and because I think it 
desirable to avoid importing into the historical record expressions of opinion 
as to present values of stock. The key to the solution of the problem of 
selection of a satisfactory basis of valuation lies in the adoption of a policy 
of full disclosure to all interested parties of the method used in a particular 
case and the effect of its use on disclosed earnings and disclosed financial 
position. 

The cost or market rule should never be used as a means of rationalising 

policy of creating and using secret reserves in order to give a false air of 
stability to the operating results of a business. I am fortified in this view 
(which I have long held) by the two recent English pronouncements which 
are quoted below. The recommendation of the Council of the Institute of 
Chartered Accountants in England and Wales concludes with the following 
significant clause : 

“Whatever basis is adopted for ascertaining cost or calculating market 
value, it should be such as will not distort the view of the real trend of 
trading results and should be applied consistently regardless of the amount 
of profits available or losses sustained. Any reduction in stock value 
which exceeds the provisions embodied in the above recommendations is a 
reserve and should be shown as such in the accounts.’’43 
The Report of the Cohen Committee on Company Law Amendment in 

England, made in June, 1945, includes the following recommendations as to 
the amendments desirable in those sections of the Companies Act which deal 
with published accounts : 

“|... the profit and loss account or income and expenditure account 
shall give a true and fair indication of the earnings or income of the period 
covered by the account and shall disclose any material respects in which it 
includes extraneous or non-recurrent transactions or transactions of an 
exceptional nature. It shall further be provided that if in any such period 
a material change is made in the basis on which the account or any item 
therein is calculated, attention shall be called to the change and to the effect 
thereof by way of note on the account,”*4 


43. The Accountant, June 16, 1945, at p. 303. 
44. Report of the Committee on Company Law Amendment, June, 1945, at p. 61. 





436 THE AUSTRALIAN ACCOUNTANT DEC. 


If this is the state of accounting thought at the moment, what is the position 
regarding practice? 

Little help in answering these questions is provided by published accounts 
in England or Australia. 

Of 25 published accounts of English companies discussed in the publication 
Among the Balance Sheets*® only one used the description “cost or market, 
whichever is the lower,” and that was a company registered in Canada. 

The remainder used descriptions as under 

SE ee ee 
At or below cost 
Approximate cost 
Less reserve—amount ‘undisclosed . 
Less reserve—amount disclosed . . ‘ 
“Such a conservative basis that all fear of possibility 
of having to write down values during a trade 
depression could be ruled out” 
‘At a datum value in all cases where such datum is 
lower than the more usual cost or market value” .. 1 
EE an 44 AN een we Ae oe AO ee Ge: ee 


24 

Of the published accounts of 40 Australian companies examined by me in 
1945 only two used the description “lower of cost or market,” whilst 23 used 
“cost or under” or “at or below cost.’’46 

The inference is that, in published accounts at least, both in Australia and 
England, conservatism is the dominant consideration and that even the cost 
or market rule may often be regarded as too liberal. 

The use of the expression “cost or under” suggests that cost is the ceiling 
and that the floor is as low as you like to make it in order to produce a 
“pretty” balance sheet. More light is thrown on the matter by surveys which 
have been made by various accounting research groups. 

In U.S.A. an examination by the National Association of Cost Accountants 
in 1937 showed that of 197 companies, 172 (87°3%) valued raw material 
at cost or market,‘* but the National Industrial Conference Board report, 
“Prevailing Practice in Inventory Valuation,’’4* gave the following results 
of a survey of a wider sample in 1938: 


ae a , ‘ — Percentage of 
No. of Companies No. using Cost 17, ry 
Users of Cost 


Examined or Market 
r Marke 


Raw Materials .. .. 833 62% 
Goods in Process .. 818 38% 
Finished Goods . .. 842 35 40% 


In Australia, a study in 1945 by the Research Group of the Australasian 
Institute of Cost Accountants (Victorian Division) showed that of 241 
companies examined, 208 (86% ) valued at market, if lower than cost, and 
that 28 companies (11% ) had altered their method of valuing stock in recent 
years. 

So far as I am aware no similar inquiries have been conducted in England. 

3oth the 1937 examination by the N.A.C.A. and the 1945 survey by the 
Australasian Institute of Cost Accountants Research Group suggest that the 
critical scrutiny to which the theory of cost or market has been “subjected has 

45. Among the Balance Sheets, by the Editor of the Finance Columns of The Accountant. 

46. The Australian Accountant, Vol. XIV, at p. 424. 


47. N.A.C.A. Bulletin, March 15, 1937. 
48. Quoted by S. Gilman: Accounting Concepts of Profit, at p. 405. 
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not yet had much effect on practice. It is, however, difficult to reconcile the 
figures given in the National Industrial Conference Board report with this 
conclusion, and if those figures (covering as they do a much wider sample) 
are a more accurate fepresentation of American practice, it would seem that 
the time lag between theory and practice is much shorter in U.S.A. than in 
Australia. 


(b) Interpretation of Cost and Market 

Whatever may be thought of the theory of the cost or market rule there is 
a very serious practical objection to it as a working rule, viz., that it over- 
simplifies a whole series of complex problems and that there is little approach 
to agreement as to what it really means. “Cost” is a term which is difficult 
to define and more difficult to interpret in practice; and “‘market” is capable 
of a variety of meanings. 

As Montgomery puts it, “when literally interpreted, the rule of cost or 
market, whichever is lower, fails not because of the intention back of it, but 
because the intention cannot be expressed in a few words. It is always 
desirable to have rules as short as possible, but it is better to have them long 
and clear than short and obscure.’”’*® 

Time will not permit of of anything like a complete examination of all 
the problems involved in the definition and interpretation of “cost” and 
“market.”5° Most of them must be left for discussion on some future 


49. Auditing Theory and Practice, Vol. I, at p. 131. 
50. For an interesting discussion of these problems see the address to the Institute of Registered 
Tax Agents, Sydney, March, 1945, by J. M. Greenwood. They may be summarised as follows: 


Problems Involved in the Definition and Interpretation of Cost 

(a) Should any addition be made to seller’s invoice price of goods purchased for re-sale or 
materials purchased for manufacture to cover buying cost, inward delivery charges or 
storage? 
How should discounts be treated in determining cost? 
Should interest on the capital] tied up in stocks whilst they are held ever be included in Cost? 
Should the attempt be made to identify physical units in stock with particular units 
purchased or manufactured? 
If the answer to (d) is no, or if it be impossible (as it is in many instances) go to 
identify the units in stock, on which of the following assumptions should the cost of 
the stock be notionally identified: 

(i) That the stock on hand is the earliest stock acquired (Last-in-first-out) ; 

(ii) that it is the latest stock acquired (First-in-first-out) ; 

(iii) that it has been acquired at the simple average cost of all the purchases made or 
batches manufactured during a given period (Simple average method) ; 

(iv) that it has been acquired at the average cost of all the purchases made or batches 
manufactured during a given period, weighted by the quantities acquired in each lot 
or batch (Weighted average method) ; 

(v) that if has been acquired at the average cost, calculated afresh after each purchase 
or each production batch and after each sale or issue (Moving average method) ; 

Should “‘standard” cost (i.e., budgeted or pre-determined cost per unit) ever be used for 
goods ready for re-sale, or for raw materials, or for work-in-progress ? 

In the case of work-in-progress or manufactured goods, should the labour element and the 

expense element in their cost of manufacture be interpreted by the same formula as the 
materials element, or should avoidable inefficiencies or excess costs due to idle production 
facilities be segregated from cost and treated as losses already suffered. 
By what methods may “cost” be notionally determined in those cases (e.g., joint products, 
by-products, products of primary or extractive industries) where it is impossible to 
ascertain by any known cost accounting process the separate costs of individual components 
of a group of commodities? e 

Problems involved in the definition and interpretation of ‘‘*market” 
Should “market” be the price at which the owner is prepared to sell, the price at which 
he could sell, the price at which he would be prepared to replace or the price at which he 
could replace? 
If ‘“‘market” means selling price, should any deduction be made to cover estimated costs of 
selling and of administration of the business during the period of selling? 
If ‘market’? means replacement cost, should the market value of work-in-progress and 
manufactured goods be calculated by ascertaining separately the probable replacement cost 
of each of the elements, material, labour and expense? 
In the case of work-in-progress or manufactured goods, if “market’’ means replacement 
cost, should the cost at which a manufacturer could buy (or would be willing to buy) be 
taken into account if lower than the cost at which he has produced or could produce? 
If ‘‘market” means replacement cost, should it be related to the quantities normally 
purchased or produced and, in the case of purchased goods, to the normal source of supply, 
or should the cost be based on the lowest price at which the goods could be purchased in 
any quantity from any supplier? 

If market means selling price, should account be taken of reduction in value through any, 

and if so which, of the following factors: 

(i) Goods made from inferior material or with inefficient labour or equipment because 
no better was available during the production period; 

(ii) fashion changes ; 

(iii) odd sizes and the like; 

(iv) deterioration through shop-soiling or physical damage whilst in stock or transit. 
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occasions. Two of the most iniportant are selected for brief consideration in 
this lecture. These are: 
(a) On what assumption is it permissible notionally to identify cost of 
goods acquired at different costs? 
(b) Should “market” be interpreted as net realisable value or replacement 
value? 
On neither of these questions does there appear to be any approach to 
uniformity of opinion in standard accountancy tests. 
On the question of identification of cost, scrutiny of 20 standard works 
(5 English, 5 Australasian and 10 American) gives the following results: 


English Australasian American 


Authors Authors Authors Total 
Authors who either do not discuss the 
question or who deal with it for pur- 
poses other than balance sheet and 
profit and loss statement valuation 
(e.g., pricing of materials issued, for 
cost, accounting purposes)®! . .. .. + 5 l 10 
Authors who refer to all the methods 
in use, without critical comment, or 
who summarise arguments for and 
against the various methods without 
expressing a final opinion® .. .. .. 3 3 
Authors who refer, without disap- 
proval, to the First-in-first-out and 
Average Cost methods®* 2 2 
Authors who refer, without disap- 
proval, to the  First-in-first-out, 
Average Cost and Standard Cost 
PY ot ad ak «a ee oe Ma: es 1 l 
Authors who approve the use of the 
First-in-first-out, Average Cost and 
Last-in-first-out methods® .. .. .. 1 1 
Authors who approve the First-in- 
first-out method but reject the 
Last-in-first-out and Standard Cost 
SET” ois xa ws ae wees ae ee 1 ] 
Authors who disapprove the Last-in-» 
first-out method, approve the Aver- 
age Cost method, and are prepared 
in certain circumstances to accept 
the First-in-first-out and Standard 
CP” <0 4s o0 be 40. nO oe - 1 1 


51. English: Spicer and Pegler, Practical Auditing; S. W. Rowland, Dicksee’s Auditing: 
R. N. Carter, Advanced Accounts; L. R. Dicksee, Advanced Accounting. 

Australasian: W. Scott, Cost Accounting; P. G. Harle, Industrial Costing; L. A. Schumer, Cost 
Accounting; A. E. Barton, Australasian Advanced Accounting; R. L. Sidey, Advanced Accounting. 

American: J. H. Bliss, Management Through Accounts. 

52. M. E. Peloubet, Audit Working Papers; L. P. Alford (Ed.), Cost and Production Handbook; 
T. Lang (Ed.), Cost Accountants’ Handbook. 

53. R. B. Kester, Advanced Accounting; R. H. Montgomery, Auditing Theory and Practice 

54. F. R. M. de Paula, Principles of Auditing. 

55. Sanders, Hatfield and Moore, A Statement of Accounting Principles. 

56. W. A. Paton and A. C. Littleton, An Introduction to Corporate Accounting Standards. 

657. S. Gilman, Accounting Concepts of Profit (for which see a detailed critical examination of 
arguments for and against each method). 
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Authors who approve the Average 
Cost method, disapprove the Last- 
in-first-out method, and express no 
opinion on the First-in-first-out or 
Standard Cost methods®® .. .. .. | 1 





(je 5 5 10 20 
It is obviously useless to look for uniformity in theory. What of practice? 
The survey in 1945 by the Research Group of the Australasian Institute 
of Cost Accountants (Victorian Division) of methods used in valuing stocks 
at balance dates elicited the following information: 
Raw Materials Work in Progress Finished Goods 
No. of Percentage No. of Percentage No. of Percentage 
Companies of Total Companies of Total Companies of Total 
Actual Cost 
(identification 
ot physical 


eee 147 59-3 117 47-2 112 45-2 
Average Cost .. 56 22-6 40 16-1 37 14-9 
First-in-first-out 14 5:6 7 2:8 8 3:2 
Last-in-first-out . 6 2-5 3 1:2 1 -4 
Standard Cost .. 17 6:8 70 28-2 76 30-7 
Other Methods59 8 3-2 11 4-5 14 5-6 

Tete .. ss 248 100-0 248 100-0 248 100-0 


[he outstanding features of current practice in Australia as shown by this 
survey are the overwhelming importance of the actual cost method and the 
popularity, in cases where identification of actual cost is not used or is not 
possible, of the standard cost method. It should be noted, however, that of 
those who use the standard cost method, 33 companies use a variation factor 
to adjust standard to actual cost. 

Che first-in-first-out method is relatively little used and the last-in-first-out 
method is practically unknown. Against this background of American theory 
and Australian practice, it is interesting to observe the recommendations of 
the Council of the Institute of Chartered Accountants in England and 
Wales,®® which approve as “bases usually adopted in practice” the methods of 
Identified Cost, First-in-first-out, Average Cost and Standard Cost (which is 
described as “coming more into use, particularly in manufacturing or pro- 
cessing industries where several operations are involved or where goods are 
produced on mass production lines”). 

The methods of base stock and last-in-first-out are dismissed as having 
“only limited application in this country.” The recommendation is in line 
with practice in Australia, but it may be questioned whether the mere fact 
that a method is not in general use is sufficient justification for disapproving 
its adoption. 

The last-in-first-out method has strong advocates amongst accountants and 
economists who are concerned with the effects of methods of stock valuation 
on taxable profits and on the stabilisation of disclosed profits of companies.® 
Gilman’s objection to it is that stabilisation of disclosed profits, when in fact 
profits are not stable, is a distortion of fact. Discussing the recommendation 
by the Council of the Chartered Institute in England and Wales, The 
Accountant rules out the taxation argument as not germane to the discussion 
of balance sheet valuation and rejects the last-in-first-out method on the 

58. D. L. Trouant, Fimancial Audits 


59. Including 3, 4 and 5 companies who use the base stock method (which is even more 
“conservative” than the cost or market formula) for raw materials, work-in-progress and finished 
goods respectively. Presumably the “other methods”’ are also more conservative. 

60. The Accountant, June 16, 1945, at pp. 302-8. 

61. See, e.g., K. Lacey, Commodity Stock Values and E.P.T. (Economic Journal, April, 1945, at 
pp. 2 and ff.), and Sanders, Hatfield and Moore, A Statement of Accounting Principles, at p. 74. 
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grounds that no merchant would “consciously leave in his storehouse con- 
tinuously ageing goods while selling those on which the risk of deterioration 
has not yet fallen.” The method therefore does not reflect facts, and account- 
ing is a device for reflecting facts. 

Accepting this view of the purpose of accounting, it is yet surely true that, 
willy-nilly, merchants and manufacturers in some industries are often obliged 
to sell or use later-acquired stocks before their earlier purchases are disposed 
of, because, e.g., the later acquisitions are necessarily placed on the top of 
piles, racks or containers and issues are drawn from the top of the pile. In 
such cases, last-in-first-out is a more accurate reflection of facts than is 
first-in-first-out, and, despite its lack of popularity, there are undoubtedly 
industries in which it might well be accepted as the appropriate method. 

On the second question also, viz., whether “market” means net realisable 
value or replacement cost, there is a remarkable lack of uniformity amongst 
the authorities. 

Of the 20 texts examined in connection with the interpretation of cost, 14 
refer to the problem of interpretation of “market.” Four of them (Spicer 
and Pegler, Peloubet, Sanders, Hatfield and Moore, and Alford) imply that 
it means either realisation value or replacement cost according to circum- 
stances; six (Rowland, Schumer, Trouant, Kester, Paton and Littleton, and 
Lang) state definitely or imply that it means replacement cost; and four (De 
Paula, Scott, Gilman and Bliss) interpret it as net realisable value. 

The Council of the Institute of Chartered Accountants in England and 
Wales has come out strongly in favour of the realisation value interpretation, 
on the ground that “the fact that at the time of valuation the goods could 
have been acquired at a sum less than their cost only indicates that the 
expected profit is less than it might have been had it been possible to acquire 
them at the accounting date.” 

This argument seems conclusive, particularly when it is remembered that 
there is usually a time-lag between a fall in wholesale prices or in prices of 
raw materials and the resultant fall in retail prices or prices of the products 
into which the materials are made. 

Even the doctrine of conservatism cannot justify more than the taking into 
account of prospective losses. It does not extend to taking into account 
prospective reductions in profit. Moreover, interpretation of “market” as 
meaning replacement cost involves risk of valuation of stocks at more than 
they can be sold for, because they may have cost more, and may not be 
replaceable for their net selling value. 

The recommendation of the Council of the Institute of Chartered Account- 
ants in England and Wales, in this respect at least, is in accord with sound 
reasoning, and if the “cost or market” rule is to continue to be applied (as 
there is little doubt it will be, if only because of time-honoured convention), 
it is to be hoped that the recommendation will be gradually adopted and will 
be accepted as a standard of good practice. 


(c) Valuation for Income Tax Purposes 

One of the compelling reasons for the awakening of interest in Australia 
in the subject of valuation of stocks is that the Commissioner of Taxation 
has lately evinced keen interest in the subject. When the Commissioner of 
Taxation shows interest in any accounting problem, that problem is no longer 
one merely of academic interest. 

The Instructions to Persons Making Company Returns issued by the 
Commissioner with income tax formis for 1944-45 contained this arresting 
sentence, under the heading “Valuation of Trading Stock”: 

62. The Accountant, June 30, 1945, at p. 318. 
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“Tf the company has failed to comply with the requirements of the Act, 

a full statement of the facts, accompanied by a reconciliation of the value 

of stocks as returned each year with the values permissible under the Act, 

should be furnished to the Deputy Commissioner without delay.” 

The values permissible under the Commonwealth Income Tax Assessment 
Act, 1936-44, are to be found in Section 31, which gives the taxpayer the 
options of valuing each article of trading stock® (excluding live stock) at the 
end of the income year at: 


(a) its cost price; or 
(b) market selling value; or 
(c) the price at which it can be replaced. 


These options have been strongly criticised in recent months as being too 
narrow in present circumstances, when income tax rates are especially severe 
and when, for various reasons, business men fear that they may be involved 
in heavy losses in disposing of stocks which they now hold. 

Before we proceed to examine this criticism in detail, certain theoretical 
considerations which have been mentioned earlier should be recalled. 

In the first place, there is a distinction between cost and loss. If one has 
purchased 20 articles for £100 each and has sold 10 of them for £150 each, 
one has incurred a cost of £1,000 and has made a profit of £500. It is true 
that one may have reason to fear that the remaining 10 articles may be sold 
at some future time for less than their cost, viz., £1,000, but that is a pros- 
pective loss and does not form part of the cost of the goods already sold. 

In the second place, there is a great deal of difference between a loss which 
has already been incurred and one which it is feared may happen at some 
future date. 

As G. O. May has pointed out, if the taxing authority “allows actual losses 
as deductions, it can hardly be expected to allow deductions for potential 
future losses to be made at the discretion of the taxpayer.’’® 

Thirdly, in taxation returns, as in accounting generally, the only sound 
basis for entries is “verifiable, objective evidence.”® The wisdom of insisting 
on this basis, for income tax returns at least, is obvious. If returns were not 
required to be supported by verifiable objective evidence, but were based on 
subjective opinions of taxable income, we might well disband the assessing 
staffs of the Taxation office, leaving it to each individual to prepare his own 
assessment. 

That, of course, would be an excellent arrangement for you and me and 
an economical one for the Commissioner so far as our returns are concerned, 
but other people might not be either as scrupulous nor as free from uncon- 
scious bias as you and I. So, because there are some dishonest taxpayers 
and many who are apt to take a somewhat pessimistic view of the size of 
their incomes when they are making income tax returns, we must retain the 
assessing—and investigating—staffs and be prepared to justify our claims for 
deductions, when required, by producing verifiable, objective evidence that 
they conform to the provisions of the Act. 

Judged in the light of these theoretical considerations, the options given to 
the taxpayer by Section 31 of the Act are, on the face of it, generous. They 
permit the taxpayer to deduct prospective losses for realised profits, when 

63. The definition of trading stock in Section 6 does not specifically include such goods as fuel, 
factory stores, repair stocks, office supplies, advertising material and the like. It may be that 
expenditure on such goods (unless it has been charged to a capital asset account) should be treated 
as a deduction in the year in which the expenditure was incurred. But the Commissioner does 
not insist on this and, indeed, in any case where large stocks of such goods were carried, he might 
require them to be brought to account. If sa brought to account, presumably the correct basis of 
valuation for incom@ tax purposes is cost and cost only. 


Twenty-Five Years of Accounting Responsibility, Vol. Il, at p. 273. 
See Paton and Littleton, An Introduction to Corporate Accounting Standards, at p. 18. 
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the likelihood of those losses being incurred can be objectively demonstrated 
by reference either to realisable values or replacement costs. Moreover, they 
permit him to use his options in any way which suits him best, applying 
either of the three to each article of stock separately and using one basis for 
opening stock and another for closing stock, as he chooses. These are surely 
not unduly narrow options. 

The fact is that dissatisfaction with the terms of Section 31 arises not 
from any inherent unfairness in the section, but from the justifiable fears of 
businessmen that, in circumstances such as those of the present, incomes on 
which high rates of tax have been paid may subsequently be lost in the course 
of the continuing operations of the income-producing business. It is small 
consolation to taxpayers to be told that, if their fears are realised, the losses 
will be allowed as deductions in the year in which they actually occur, for 
that year may be a year of relatively low tax rates.® 

The remedy lies, not in any further relaxation of the already generous 
provisions relating to stock valuations, but in an arrangement by which taxes 
paid on incomes which are cancelled in whole or in part within a reasonable 
period by subsequent losses are refunded to the taxpayer. Arrangements of 
this kind are in force in U.S.A. and Canada. In the former country losses 
are carried back for two years and forward for two years; in the latter, tl 
are carried back for one year and forward for three years. 


ht 


There are, however, respects in which the provisions of Section 31 might 
well be modified and clarified. 

As it stands at present, the interpretation of the terms “cost price,” “market 
selling value,” and “replacement value” is left to be settled between (¢ 
missioner and taxpayer. 

As we have seen, the definition of these terms is a matter of difficulty and 


1.1 
] 


a source of much disagreement between skilled accountants. It is desirable, 
therefore, that greater certainty be given to the permissible bases of valuation 
by more precise definition of their meaning. 

In practice, the Commissioner has given to the three terms interpretations 
which are, on the whole, reasonable. It is believed that he takes the view 
that “cost” means identifiable cost, but that, when physical identification is 
impossible, he allows valuation by the first-in-first-out method or the average 
cost method. In deciding what items of expenditure shall be taken into 
account in determining the cost of goods manufactured he accepts generally 
any method adopted in the taxpayer’s own accounting system, provided that 
it represents a reasonable attempt to value on some basis of actual cost. He 
does not, however, accept the last-in-first-out or the standard cost methods. 

His interpretation of “market selling value” is the current value at which 
the taxpayer would be willing to sell the article, i.e., gross selling value before 
allowing for selling costs other than customary trade discount. Physical 
damage and obsolescence which have already occurred may be taken into 
account in determining this selling value. In fixing replacement value, he 
allows the taxpayer to take into account the cost at which like goods could be 
manufactured or replaced from a cheaper source, if it is reasonable to assume, 
having regard to the taxpayer’s usual practices, that he would replace from 
the cheaper source. 

There is a good case for liberalising the interpretation of “market selling 
value” by allowing a deduction of a reasonable amount (the reasonableness of 
which could easily be demonstrated by the taxpayer’s profit and loss account) 
to cover selling expenses. There is a strong case, also, for admitting the 
standard cost method of determining cost of manufactured goods, in those 
cases where it can be slrown that the standard cost is based on a bona fide and 


66. Relatively low rates seem the best that can be hoped for. 
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verifiable estimate of what cost should be, given reasonably efficient operation 
and “normal” use of production capacity. 

In such cases, standard cost is a better basis than so-called “actual” cost, 
since the latter may include losses due to inefficiency and idle capacity. 

As to the last-in-first-out method, it may be urged that there are some 
cases (probably exceptional) in which the method is appropriate. Specific 
power might well be given to the Commissioner to accept this method at 
least in cases in which he can be satisfied that it is appropriate to the industry 
concerned and to the circumstances of the individual case. 

On the other hand, it seems clear that Section 31 is open to objection on 
the ground that it does not ensure consistency in the basis of valuation as 
between opening and closing stocks. 

As an accounting precept, consistency is infinitely more desirable than 
conservatism. Its importance has been emphasised by the form of audit 
report in use in U.S.A., which contains the expression, “In our opinion, based 
upon such examination, the accompanying balance sheet and related statement 
of income and surplus fairly present, in accordance with accepted principles 
of accounting consistently maintained by the company during the year under 
reviesv, its position at and the results of its operations for the year.” 
It is emphasised also by the Cohen Committee on Company Law Amendment 
in U.K., which specifically recommends that, when a change is made in the 
basis of stock valuation, the accounts should call attention to the change and 
to the effect thereof.® 

I suggest that it is equally important in faxation returns. 


IV. CoNcLusION 

[t will be evident that, long though this lecture has been, it has not done 
much more than touch the surface of a series of accounting problems which 
are of the utmost importance to accountants, business men and tax-gatherers 
alike. 

I can only hope that what I have had to say will have stimulated interest 
in research into these problems, and that amongst this audience there will be 
many who will feel impelled to take up where I leave off in the effort to 
elucidate theory and to gather information as to practice in accounting for 
stock. 

67. Since 1939, after a long struggle by its advocates, the L.I.F.O. method has been permitted 


for tax purposes in U.S.A. 
68. Report of the Committee on Company Law Amendment, at pp. 57-58. 





Reduced Income Tax Rates Coupled With New 
Social Services Levy—| 


By J. A. L. GuNN, F.1.c.A. 

In May, 1945, Parliament passed the Income Tax Act of 1945, No. 5, 
which enacted rates of tax for application to year of tax ending June 30, 1946. 
The enactment of rates of income tax prior to the commencement of each 
financial year is essential for the purpose of determining the instalment 
deductions to be made from salary and wages under the pay-as-you-earn 
system of taxation. 

Because of the cessation of hostilities and a consequent review of the 
financial position, the Commonwealth Government decided to reduce the tax 
imposed on the incomes of individuals for year of tax ending June 30, 1946. 
At the same time, it was decided to divide the tax into two parts—(a) an 





ad THE AUSTRALIAN ACCOUNTANT DEC. 


income tax, and (b) a social services contribution. The combined taxes 
represent an average reduction of approximately 124 per cent. for a full 
year, but as the reduction will commence to apply to tax instalment deductions 
from salary or wages paid on and after January 1, 1946, the reduction 
represents a gain to individual taxpayers of approximately 6} per cent. for 
year ending June 30, 1946. 

There is no alteration in the taxation of companies, but private companies 
will receive the benefit of the reduced individual rates in their assessments 
under Division 7 of Part III on undistributed income. 

The above changes have been implemented by the passage of four new 
Acts: 

Income Tax Assessment Act. (No. 2), 1945, No. 37. 
Income Tax Act (No. 2), 1945, No. 38. 

Social Services Contribution Assessment Act, 1945, No. 39. 
Social Services Contribution Act, 1945, No. 40. 

The four Acts are intimately connected as parts of the plan to effect a 
reduction in taxation and to establish a system of social services contributions. 
This system is in accordance with the recommendations of the Joint Parlia- 
mentary Committee which expressed the view that social services should be 
financed by the imposition of graduated rates of tax on every income-earner 
in the community, with the exception of those on _the lowest scale. As Mr. 
R. E. O’Neill pointed out in Rydge’s Business Journal (October, 1945, issue), 
when social services are thus financed, there are sound moral arguments in 
favour of abolishing the means test as a condition of eligibility for benefits. 


Social Services Contribution Assessment Act 


Act No. 39 of 1940 relates to the imposition, assessment and collection of 
a “Social Services Contribution” measured by the annual income derived by 
each contributor. The income on which the contribution is based is described 
as the “contributable income,” which is ascertained in the same manner as 
“taxable income” is ascertained for purposes of Commonwealth income tax. 
The amount of the contribution payable is calculated by applying a rate to 
the contributable income. The rate so applied is graduated subject to a 
maximum of 18d. in é. 

The lower ranges of income which were previously subject to income tax 
will be free from income tax, but subject to social services contribution. In 
the higher ranges of income, part of the amount previously payable as income 
tax will now be payable in the form of social services contribution. Com- 
panies are not required to pay the contribution, except as regards the undis- 
tributed incomes of private companies. Private companies are obliged to pay 
the aggregate additional amount of social services contribution (and income 
tax) their shareholders would have paid if the undistributed income had been 
paid to them by way of dividend. 

Machinery provisions similar to those in the Income Tax Assessment Act 
are enacted for the purposes of the assessment and collection of social services 
contribution. Returns lodged by taxpayers for income year ending June 30, 
1946, and subsequent years, for purposes of income tax will be used for 
purposes of assessment of the contribution, and where the contributor is also 
liable to pay income tax, the separate amounts payable will be notified by 
means of a single notice of assessment. Correspondingly, instalment deduc- 
tions made from salary and wages will be used for the dual purpose of social 
services contribution and income tax. 
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Social Services Contribution Act 


The Social Services Contribution Act (No. 40 of 1945) fixes the rate of 
contribution to be levied and paid for the financial year ending on June 30, 
1946, and also for the financial year ending on June 30, 1947, upon the 
contributable income derived during the year of income. As the principle of 
pay-as-you-earn applies, the year of income means, in relation to a person 
other than a company, the financial year for which the contribution is levied. 
In relation to a company (except a company in the capacity of a trustee) the 
year of income means the financial year next preceding the financial year for 
which the contribution is levied. 

The rate of contribution is graduated to a maximum of 18d. in £, the 
graduation depending on the income of the contributor and the amount of his 
concessional rebates. For year ending June 30, 1946, the maximum rate of 
contribution is one half, namely, 9d. in £. The rates imposed for a full year 
are calculated as follows, in accordance with the First Schedule: 

“For every pound of contributable income the rate of contribution shall be 
the lesser of the following: 

(1) The rate obtained by dividing by the amount of the contributable 
income an amount equal to the amount of income tax for which the 
contributor would be liable to be assessed for the year of contribution 
if— 

(a) the rates of income tax payable for that year were the rates of 
tax declared in the Income Tax Act, 1945, prior to any amend- 
ment of that Act, reduced by twelve and one half per centum; 
and 

(b) the rate of tax to be applied for the purpose of ascertaining the 
amount of any rebate were the rate ascertained in accordance 


with the provisions of the Income Tax Assessment Act, 1936, 
as amended up to and including the commencement of the 
Income Tax Assessment Act (No. 2), 1944; or 
(2) the rate of eighteen pence.” 
N.B.—Section 6 (3) of the Contribution Act provides that the contribution 
payable in respect of income of the year ending June 30, 1946, shall be one 
half of the contribution calculated as above. 


The social services contribution payable by individuals for years ending 
June 30, 1946 and 1947, is calculated with reference to the Social Services 
Contribution Act, 1945 (No. 40 of 1945) and the Income Tax Act, 1945 
(No. 5 of 1945). Income tax for year ended June 30, 1946, is calculated 
with reference to the Income Tax Act, 1945 (No. 5 of 1945) and the Income 
Tax Act (No. 2), 1945 (No. 38 of 1945). These two Acts are hereinafter 
referred to as “Act No. 5” and “Act No. 38.” Act No. 38 provides for the 
125 per cent. reduction in the rates imposed by Act No. 5. One half of the 
combined rates imposed by Acts Nos. 5 and 38 produces the 6} per cent. 
reduction applicable to year ended June 30, 1946. It is most important that 
these shorthand references should be kept in mind when referring to the 
examples hereinafter appearing. For the purpose of illustrating the operation 
of the 124 per cent. reduction for a full year, it is assumed in the following 
examples that the rates of income tax as imposed by Act No. 38 will apply 
to income derived during year ending June 30, 1947. 

The following examples illustrate how the rate of contribution is ascer- 
tained in accordance with the First Schedule: 

(a) Where the contributable income of year ending June 30, 1946, is £130, 
and contributor has no dependants and is not entitled to any rebates— 
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(i) Rate of tax under Act No. 5 on £130... .. .. .. .. =12°6808¢, 
Less 124 per cent. .. ee Caen ae os 


11-09574. 


(ii) 18d. 
As (i) is less than (ii), the rate of contribution for year ending June 
30, 1946, is one half of 11°0957d. = 5°5478d. The amount of contri- 
bution is £130 & 5-5478d. = £3. 


The income tax payable for year ending June 30, 1946, on £130 derived 
by a taxpayer who is not entitled to any concessional or other rebates is 
calculated as follows: 
Rate imposed by Act No.5 .. .. .. «1 1. oe oe ee oe ee =©12°6808d. 
Rate imposed by Act. No. 38 (see below) .. .. .. .. .. Nil 


Comsbaied 9880S... osc ic we ee 2 cw se cs ce cc oe §692SRORE 


Effective rate for 1946 equals one half of combined rates 6°34044. 


Income tax on £130 at 6°3404d. = 


Under Act No. 38 no income tax rate applies if the taxable income does 
not exceed £200. However, it will be seen from the above example that 
this does not remove a liability to income tax on all taxable incomes of 
£200 or less derived during year ending June 30, 1946. In effect, income 
tax at one half of the rate prescribed by Act No. 5 is payable by tax- 
payers within the above range where a liability to income tax existed 
before the passage of Act. No. 38. 

The total of the levies for year ending June 30, 1946, is therefore: 


Se en ne ee: a: 
Social services contribution .. .. .. .. .. .. we ee a © 


For year ending June 30, 1947, the full rate of contribution will apply, 
and the amount thereof will be £130 & 11:0957d. = £6. 
As explained previously, no income tax is imposed under Act. No. 38 if 
the taxable income does not exceed £200. 
The following is a comparison of the levies imposed on a taxable income 
of £130 for vears ending June 30, 1946 and 1947: 
1946 1947 
a ae eee ee eT ee : Nil 
Social services contribution .. .. .. £6 0 


£6 


Compared with the tax under Act No. 
5, £6/17/-, the reduction equals .. 6°569% 12:409% 


(b) Where the contributable income of year ending June 30, 1946, is £170 
and contributor has no dependants and is not entitled to any rebates— 








june 
ntri- 


‘ived 
eS is 


me 













1945 THE AUSTRALIAN ACCOUNTANT 

















447 


20°6382d. 
2-5798 





(i) Rate of tax under Act No. 5 on £170 . 
Less 124 per cent. she 


18: 0584d. 
(ii) 18d. 
As (ii) is less than (i), the rate of contribution for year ending June 30, 
1946, is one half of 18d. = 9d. The amount of contribution is £170 X 
9d. = £6/7/-. 

The income tax payable for year ending June 30, 1946, on £170 derived 
by a taxpayer who is not entitled to any rebates is calculated as follows: 

Rate imposed by Act No. 5... .. .. .. «2 «2 «e es + 20°6382d. 
Rate imposed by Act No. 38 .. .. 2. 2. 22 20 oe cares oe Nil 


20-6382d 


Combined rates . 











Effective rate for 1946—one half of combined rates .. 10: 3191d. 


£7 6 O 
The total of the levies for year ending June 30, 1946, is therefore: 

Income tax .. ie we. oa £7 6 0 
Social services contribution be 6b 44 Ok rt ee ms ee OT SO 


£13 13 0 





Income tax on £170 at 10°319d. = 


For year ending June 30, 1947, the full rate of couteibutlon will apply, 
and the amount of contribution will be £170 « 18d. = £12/15/-. 


As explained previously, no income tax is imposed under Act No. 38 if 
the taxable income does not exceed £200. 
The following is a comparison of the levies imposed for years ended 


June 30, 1946 and 1947: 


1946 1947 
Income tax .. .. en re 47 6 O Nil 
Social services contribution wa: ate sais 6 7 O #12 15 O 






15 








0 £12 





0 








£13 13 





Compared with the tax under Act No. 
5, £14/12/-, the reduction equals .. 12 2-671 % 


6° 507 % 

It will be observed that the rate of contribution ascertained in n accordance 
with the First Schedule cannot exceed the rate of income tax under Act 
No. 5 of 1945 reduced by 124 per cent. The rate of contribution for a full 
year is either— 

(a) the maximum of 18d. in £ as prescribed by paragraph (2) of the 

First Schedule; or 
(b) less than 18d. in £ as prescribed by paragraph (1) of the First 
Schedule. 

If the rate of contribution in any particular case is as prescribed in para- 
graph (1), the contributor obtains the benefit of any rebates in a lower rate 
of contribution. But if his rate of contribution is 18d. in £ as prescribed by 
paragraph (2), he receives no allowance on account of rebates in his assess- 
ment for contribution. In his income tax assessment, however, he obtains any 
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rebate at the personal exertion rate appropriate to his total income increased 
by 18d. in £ (S. 160AE as amended). In effect, what is lost in contribution 
is saved in income tax. 
The following examples illustrate the ascertainment of the rate of contri- 
bution where a contributor is entitled to a rebate of income tax: 
(c) Where the contributable income of a married contributor with no children 
is £250 from personal exertion for year ending June 30, 1946: 
(i) Rate of tax under Act No. 5 on £250... .. .. .. .. =35°3500d. 
Sie Ee Gs kk ae oe 8k 08 ee na 6a oe ee ce | 


30-°8438d. 
Amount of tax on £250 at 30°8438d. = 
Less spouse rebate, vide S. 160 (2) (a) (i)— 

£125 at 30°8438d. = 


Amount of tax .. 


Rate of contribution : 
F tay /i / 
| Amount of tax = £16/! 4 — 15-4244. 
Contributable income 250 
(ii) 18d. 
As (i) is less than (ii), the rate of contribution is one half of 15°424d 
= 7:712d. The amount of contribution is £250 & 7:712d..= £8/1/-. 
The income tax payable for year ending June 30, 1946, on £250 derived 
by a married taxpayer who is not entitled to any other rebates is 
calculated in the following manner: 
mae Geepeeed by Act Ne. Do. ka os cscs ce ee ee ce es SE. 
meee Canes We Ack FOG. OE os os ce ce ce ce os cn vn es TED 


Combined rates . . 


Effective rate is one half of combined rate .. 

Income tax on £250 at 23:175d. = 

Concessional rebate, if new S.160AD (aa) mentioned 
below did not apply: 


£125 at 32°175d. (23-175d. + 9d.) 
Net tax payable if new S. 160AD (aa) did not apply 


The tax payable on an income of £250 by a married taxpayer for year 
ending June 30, 1945, was £18/7/-. 

The above levies for 1946 total £15/9/- (£8/1/- + £7/8/-), which 
represents a reduction of 15-804 per cent., whereas the intended reduction 
is approximately 6} per cent. The above assessment of income tax for 
1946 produces an insufficient net amount of tax because the rebate is 
calculated at an excessive rate. New S. 160AD (aa) accordingly pro- 
vides as follows: 

“For the purposes of assessments for the financial year which com- 
menced on the first day of July, one thousand nine hundred and forty-five, 
the sum of the rebates allowable under this Division shall not exceed the 
difference between the total tax payable before allowing the rebates and 
an amount equal to fifty per centum of the amount of tax which would 
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have been payable (after deducting all rebates) if the rates of tax set 
out in the Income Tax Act, 1945, prior to any amendment of that Act, 
had been applied in the assessment of the taxpayer, and the amendments 
made by the Income Tax Assessment Act (No. 2), 1945 (other than the 
insertion of this paragraph) were disregarded.” 
Accordingly, in the above example, the maximum amount of concessional 
rebate is calculated as follows: 
£250 at Act No. 5 rate—35°25d. in £ = £36 14 O 
Rebate—£125 at 35:25d. in £ = 18 7 0 


£18 


50 per cent. of amount of tax which would have been 
payable under Act No. 5 


Tax payable for 1946 before allowing rebate : 
OU Pe ee a rea 
Less 50 per cent. of tax under Act No. 5, as above .. .. 9 


Actual rebate under S.160AD (aa)... .. .. .. .. .. £1419 6 


£14 19 O 


Thus the rebate is reduced from £16/15/- to £14/19/-. The income tax 
actually payable for 1946 is therefore: 
Tex on £200 Ot ZS 1796. on bs 6s we ct ee ee tc ee ee SEE SS 
CU ci kins, ace me ee el er ak: A OR a ae: a 1419 O 


The total of the levies for year ending June 30, 1946, is therefore: 
UE yl Ws a a ee ae ee Be BA OS OS £9 
Social services contribution 


It should be observed that the limitation of the amount of any income 
tax rebate as provided by S. 16OAD (aa) applies only to assessments of 
income derived during year ending June 30, 1946. This provision 
operates only in cases where the rate of contribution is Jess than the 
maximum rate of 9d. in £ for year ending June 30, 1946. If the 
limitation provided for in S. 160AD (aa) had not been enacted, persons 
whose rates of contribution are less than the maximum of 9d. in £ 
would have obtained an excessive amount of rebate, because S. 16OAD 
(a) (i) provides that the rate of tax for rebate purposes is to be increased 
by 9d. Thus, in the foregoing example, where the rate of contribution 
is 7°712d., the effect of adding 9d. to the rate of tax for rebate purposes 
is counteracted by the operation of S. 160AD (aa). 

For the financial year ending June 30, 1947, the full rate of contribution 
will apply, and the amount of contribution will be £250 & 15°424d. = 
£16/1/-. 

There is no income tax for year ending June 30, 1947, on a taxable 
income of £250 derived by a taxpayer with one dependant, viz. : 
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£250 at Act No. 38 rate, 11:1 in £ = £11 11 0 
Rebate on £125 at 29-1d. in £ (11°14. 4+ 18d.) = 
£15/3/-. Rebate limited, under S. 160AD ha to 


amount of tax otherwise payable i a « SHE 
SE EE ns a he’ ee a ae: Eke, Se Se Ae ee Nil 





The following is a comparison of the levies imposed for years ending 


June 30, 1946 and 1947: 


1946 1947 
Income tax .. .. See £9 4 0 Nil. 
Social services contribution A 8 1 0 #16 1 O 





£17 5 0 £16 1 O 








Compared with the tax under Act No. 
5, £18/7/-, the reduction equals .. 5-995 % 12:°534% 








The exemption from income tax of incomes not exceeding £200, coupled 
with the addition of 18d. to the rate of tax for rebate purposes, results 
in income tax not being payable unless the income exceeds, in the case 
of a— 


Taxpayer without dependants .. .. .. .. .. .. ...... +. £200 
Taxpayer with dependent wife .. .. . ii em Oe we 
Taxpayer with dependent wife and one child.......... 318 
Taxpayer with dependent wife and two children... .. 2... 347 
Taxpayer with dependent wife and three children .. .. .. .. 380 
Taxpayer with dependent wife and four children... .. .. .. 413 
For example: 

£413 at Act No. 38 rate—32-1695d. in £ = £55 7 © 
Concessional rebates : 

EN <n 4a 4% 44.30 40 oe Se 

First child .. .. , 75 


Three children at £30 each 90 





£265 at 50°1695d... .. £55 8 O 


a ey ee ee ee Nil 





Where the contributable income of year ending June 30, 1946, is él, 500 
from personal exertion derived by a married person not entitled to any 
other rebate— 

The maximum rate of contribution, namely 9d., applies. The amount 
of contribution is therefore: Contributable income, £1,500, at 9d. in £ 
= £56/5/-. 

The income tax payable for year ending June 30, 1946, on £1,500 
derived by a married taxpayer who is not entitled to any other rebate is 
calculated as follows: 


mate imposed by Act. No. 5 .. .. 2. 22 os ce ce oe oe )«©6DOGSSE 
Rate imposed by Act No. 38 .. .. .. .. .. «2 «2 «+ -- GD5333 
Se UE 6c hs On ee ae ee ae ee ce ce cee ss) Be 


Effective rate = one half of combined rates = 84-2833d. 








1945 
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C. Income tax on £1,500 at 84:2833d. = £526 15 0 
0 Less spouse rebate— 
£100 at 93°2833d. (84°2833d. + 9d.) = 38 17 0 ¢ 
0 ee ee ee ee ee eee ll 
The total of the levies for year ending June 30, 1946, is therefore: 
- IE ictal edi peat Ae: ee. Oe Ae BH Re Oe oe. Ow 
sf Social services contribution .. .. 2. 6. 6. we ee ee ee 56 5 0 
£544 3 0 
For year ending June 30, 1947, the full rate of contribution will apply, 
and the amount of contribution will be £1,500 at 18d. = £112/10/-. 
Income tax payable for year ending June 30, 1947, at the rates imposed 
by Act No. 38 will be as follows: 
£1,500 at 69°5333d. in £ = £434 12 0 
i Less spouse rebate— 
£100 at 87°5333d. (69°5333d. + 18d.) = 36 9 O 
. UO ED cc ke 66 6 ts 8 Oe eke ees sss BOSS 


The following is a comparison of the levies imposed on a taxable income 
of £1,500 derived by a person with a dependent wife for years ending 
June 30, 1946 and 1947: 


1946 1947 
Income tax .. .. .< sc «- 0s «-- £487 18 O £398 3 O 
Social services contribution .. .. 56 5 O 112 10 O 


£544 3 0O £510 13 O 


Compared with the tax, £577/14/-, 
under Act No. 5, the reduction 
RE -S<«: aa Sh Sa we ee HO Me 5-808 % 11-606% 


Where the contributable income of year ending June 30, 1946, is £6,000 
personal exertion derived by a married person with two dependent 
children, and who paid life assurance premiums, £120, and medical 
expenses, £40— 


(e 


— 


The maximum rate of contribution, namely, 9d., applies. The amount 
of contribution is therefore £6,000 «* 9d. = £225. 

The income tax payable for year ending June 30, 1946, on £6,000 derived 
by a married taxpayer with two dependent children and who paid life 
assurance premiums, £120, and medical expenses, £40, is calculated as 


follows: 
Rate imposed by Act. No.5... .. .. .. «2 02 ee ee oe ee) =178°2166d. 
Rate imposed by Act No. 38... .. 2. 6. 0. we ee ee ee =©141°6332 
SE CHR ng. 2a cd be 0s oe 6e ae 4n we es 26 ce 





Effective rate = one half of combined rates = 159-9249d. 
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Income tax on £6,000 at 159-9249d. = 


Less concessional rebates : 
Life assurance (£120 paid) £100 
Medical expenses .. 40 
£140 
£140 at 168:9249d. 
(is7 seer. + Fi.) .. .. ce ss os BOSOM GC 
Wife—maximum rebate .. .. .. .. 45 0 0 
First child—maximum rebate .. .. .. 45 0 0O 
Second child—maximum rebate .. .. 8 0 0 
196 11 


ee a ee ee ee £3,801 11 
The total of the levies for year ending June 30, 1946, is the refore: 

Income tax .. .. er Pee 

Social services contribution pte heeie Mim atte ithe Shae oh gad 225 


£4,026 11 0 


For year ending June 30, 1947, the full rate of contribution will apply, 
and the amount of contribution will be £6,000 « 18d. = £450. 
Income tax payable for year ending June 30, 1947, at the rates imposed 
by Act No. 38 will be as follows: 
£6,000 at 141°6332d. in £ = £3,540 17 0 
Less rebates : 
Life assurance (£120 paid) £100 
Medical expenses .. .. 40 


£140 


£140 at 159-°6332d. 

(141-6332d. + 18d.) 
Wife—maximum rebate 
First child—maximum rebate 
Second child—maximum rebate 


19] 


a ee 


The following is a comparison of the levies imposed on a taxable income 
of £6,000 personal exertion derived by a married person with two 
children and entitled to rebate on life assurance premiums, £120, and 
medical expenses, £40: 
1946 1947 
Income tax .. .. .. £3,801 11 0 £3,349 15 0 
Social services contribution .. 225 0 O 450 0 0 
£4,026 11 O £3,799 15 0 
Compared with the tax, 
£4,253/9/-, under Act No. 5, 
the reduction equals .. .. .. 5°334% 10-667 ¢ 
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New Order 


By JoAN TOMKINSON, A.I1.C.A., A.A.LS., A.C.A.A, 


At 9 a.m. on Wednesday, August 15, 1945, Clement Atlee, Prime Minister 
of Great Britain, announced that the war with Japan was at an end. Half 
a hour later, the voice of our own Prime Minister, J. B. Chifley, spoke to 
the people of Australia, confirming the surrender of Japan’s armed forces. 

Even before the close of his broadcast, Sydney went into action, and the 
news was celebrated with cheers and paper, with gaiety of all description and 
with some acts of stupidity and damage. The sacrilegious act in Martin 
Place had been perpetrated earlier in premature celebrations. 

Two days’ relaxation was granted to weary war workers for rest and to 
the energetic reveller alike. On Friday morning everyone resumed his normal 
ocupation; normal, because in most cases the individual brought no peace- 
time change of thought to his work. 

How many recalled the closing words of Mr. Atlee’s speech, “When we 
return to work on Friday morning we must turn to the great task which 
onfronts us,” or to Mr. Chifley’s request, “Here in Australia there is much 
to be done. I ask that the State Governments and all sections of the com- 
munity should co-operate in facing the tasks and solving the problems that 
ae ahead. Let us join together in the march of our nation to future 
greatness.” 

Admittedly, the peace was only two days old, not yet officially signed, and 
Australia was still bound by most wartime restrictions, but how many indi- 
viduals despite these things, which the Government at once met to consider, 
took stock of his own situation and began to plan and visualise his own 
peace ? 

To many, V-P Day was just another opportunity to knock off work. an 
unexpected but ever welcome holiday which they enjoyed enthusiastically and 
returned to work again as usual. Some undoubtedly had thoughts, proud 
while sad; but to all it was a time of great relief. A heavy burden had been 
lifted from all shoulders. 

And now for the peace. It is a trite statement to say that now the war is 
won, the peace has next to be won. 

But it is an indisputable fact, that it is our responsibility, individually as 
well as collectively, to do something about this peace. 

Within a few days of V-P Day some wartime controls, such as censorship, 
etc., had been relaxed and since then there has been a continuing relaxation 
of other restrictions. Naturally, some controls, especially in regard to sup- 
plies, cannot be lifted until production of those commodities can be improved, 
and this in turn is dependent upon demobilisation and seasonal and transport 
aspects. But a beginning has been made in the gradual process of getting 
hack to normal. 

But as the days passed there was no sign that any commencement had been 
made in the restoration of the human element. The same people were work- 
ing among the slovenly ways of labour that the war had created for them. 
They, were still inclined to postpone or shelve anything possible behind the 
overworked excuse of “staff shortages” (where sometimes none had existed 
ora little extra effort on their own part would have overcome the difficulty) 
or to cloak their aggressiveness in the now extinct fact that “there is a war 
on.” 

Who in all this city had, as Mr. Atlee directed, turned to the great task 
which confronts us, or, as Mr. Chifley asked, joined together in the march of 
our nation to future greatness? 
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Let him who dare contradict me that Australia is a nation of future 
greatness. In her youth and ambition she has already overcome many diffi- 
culties to achieve much greatness, but who will deny there is still a larger 
capacity of fulfilment to be achieved in the years ahead? There is much to 
improve in this sunny, beautiful land of ours, certainly ; but improvement, let 
it be remembered, is the hard-won product of human will. : 

Over twenty years ago, only a short while after the Great War of 1914- 
1918, C. E. Montague wrote as a warning to men that they had no right to 
entertain hopes for peace or justice in a world where the majority seemed to 
believe only in the selfish aspect of personally getting ahead. His unheeded 
warning bore fruit. 

He pleaded, too, for “the most elementary, plainest units of rightness in 
action,” and wrote: ‘““‘Humdrum decencies patiently practised through millions 
of undistinguished lives were the myriad bricks out of which all the advanced 
architecture of conduct was built, the solemn temples of creeds, gorgeous 
palaces of romantic heroism, cloudcapped towers of patriotic exaltation, and 
now just when there seems to be such a babble as never before about these 
grandiose structures, bricks have run short.” 

And to-day, as then, thoughtlessness, selfishness and other voracious traits 
have run riot again in our midst to plunder and devastate those things we 
had learned to respect. While the quantity phase of ourselves increased at 
an alarming rate, the quality of our daily life had not kept pace. 

At an inaugural meeting held recently by the Institute of Industrial Man- 
agement, one of the speakers emphasised the need for managers in the coming 
years ; the necessity for men who had the power to direct others in developing 
this quality in their daily life. He also made the pertinent reniark that one 
of the foremost tasks facing these managers would be “the getting of an 
honest day’s work out of the employee.” 

Standards have fallen; undoubtedly that “quality” has diminished. 

If it is to be part of the energetic effort of Australia’s restoration to peace 
time activity—and better—to get an honest day’s work out of the worker, 
what a great force of energy is going to be wasted! It is like a strong mam 
beating at an unwilling horse all day to persuade it to cart a load that he 
might have carried himself in half the time. 

But anyone who has faith in Australia, in its countless clear-eyed healthy 
young men and women—the same foundation from which our gallant forces 
sprang—still believes that the old fighting spirit is not dead. Perhaps it only 
lies dormant under the cobwebby veil of selfishness, aggressiveness and other 
wartime frailties, and is at this very moment waiting to rise again in the new 
and promising era. Australia was the first country to raise its head from the 
miserable depths of a world economic depression ; she has the capacity to face 
this new issue. 

Already in the distance I hear the steady tramp of feet, the enthusing 
whisper rising to a glorious chant, as the youth of Australia advances with 
heads erect, proud shoulders thrown back and clear eyes shining bright in the 
march of our nation to future greatness. 
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